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MONETARY DIFFICULTIES AND THE STRUCTURE 
OF THE MONETARY SYSTEM 


CLARK WARBURTON* 
Federal Deposit Insurance Corporation 


A PROPOSED “monetary and fiscal framework for economic stability” 
by Professor Milton Friedman has attracted considerable attention 
since its publication about four years ago. More recently Fried- 
man has examined the Graham proposals for a commodity-reserve 
monetary standard.’ He concludes that this standard has no signifi- 
cant superiority over the gold standard and is decidedly inferior to 
it in some respects; and that adoption of the commodity-reserve 
standard, like restoration of the “real” gold standard, is not feasible 
because of the strength of the desire of various nations to manage 
their currencies in promotion of domestic stability without the dis- 
cipline imposed by rigid exchange rates. He also concludes that the 
commodity-reserve monetary standard and a “real” gold standard 
are both inferior to an appropriately managed “fiat” currency, with 
specific reference to the particular variant of such a currency em- 
bodied in his own proposed “monetary and fiscal framework.” 

With Friedman’s conclusion regarding a commodity-reserve cur- 


*The views expressed are personal only. I am indebted to Professors Milton 
Friedman and Lloyd W. Mints and Mr. Carter Golembe for helpful comments and 
criticism. 


1. Milton Friedman, “A Monetary and Fiscal Framework for Economic Stabil- 
ity,” American Economic Review, XXXVIII (June, 1948), 245-64; reprinted in 
Readings in Monetary Theory, edited by Friedrich A. Lutz and Lloyd W. Mints 
(New York: Blakiston Co., 1951) pp. 369-93, hereafter referred to as Readings; 
and “Commodity-Reserve Currency,” Journal of Political Economy, LIX (June, 
1951), 203-32. Friedman’s proposal has been referred to by Professor Lloyd W. 
Mints in his book, Monetary Policy for a Competitive Society (New York: Mc- 
Graw-Hill Book Co., 1950), and by Professors G. L. Bach, O. H. Brownlee, Philip 
Neff, and Paul J. Strayer in articles in the American Economic Review and Journal 
of Political Economy, 1949 and 1950. 
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rency I have long been in agreement.” It is more difficult to accept 
Friedman’s arguments and conclusions regarding his own proposal, 
which rests on the thesis that changes of a far-reaching character 
in the structure of monetary and loan institutions are necessary to 
provide monetary policy adequate for business stability. In this re- 
spect it is similar to proposals for monetary reform developed during 
the past two decades by Professors Lloyd W. Mints and the late 
Henry C. Simons.* In fact, Friedman’s proposal is a combination of 
the “Chicago plan” for replacement of fractional bank reserves by 
100 per cent reserves and a device for carrying out an assumption 
of Simons that “monetary policy must ultimately be implemented 
through fiscal arrangements.’”* 

Is the thesis underlying these proposals valid? Would such pro- 
posals, particularly that of Friedman, meet our monetary difficulties 
more effectively than they can be met with a much less drastic change 
in the present banking system, namely, orientation of central bank 
policy to the maintenance of economic stability and growth and its 
implementation through an appropriate rule of action for the guid- 
ance of central bank officials? The answer to this question depends 
largely on the character of the difficulties with the present mone- 
tary system? Are those difficulties due to structural elements and 
therefore subject to correction by structural changes, or are they 


2. About two decades ago, several years before publication of the proposals of 
the two Grahams, I worked out a similar proposal and thought it might have some 
value under the conditions of the early 1930’s. (My scheme for a commodity- 
reserve currency was written up in a memorandum but not worked out in full detail 
for publication.) A few years later, for reasons essentially similar to those developed 
in detail by Friedman, I concluded that this proposal for monetary reform was 
decidedly inferior to orientation of our existing banking system, through appropriate 
central bank policy, to the aim of assuring a continuously adequate but not exces- 
sive quantity of money. The objections to restoration of the “real” gold standard, 
which Friedman reviews, also seem to me convincing. 


3. For the views of Lloyd W. Mints see “Monetary Policy” (contribution to a 
symposium in fiscal and monetary policy and hereafter referred to as “Symposium”), 
Review of Economic Statistics, XXVIII (May 1946), 60-69; Monetary Policy for a 
Competitive Society, hereafter referred to as Monetary Policy; and “Monetary Pol- 
icy and Stabilization,” American Economic Review, XLI (May, 1951), 188-93. For 
those of Henry C. Simons, see Economic Policy for a Free Society (Chicago: Uni- 
versity of Chicago Press, 1948), hereafter referred to as Economic Policy. 


4. Albert G. Hart, “The ‘Chicago Plan’ of Banking Reform,” Review of Eco- 
nomic Studies, II (1935), 104-16, reprinted in Readings, pp. 437-56, Simons, Eco- 
nomic Policy, p. 321. 

Friedman’s proposal might also be described as a hybrid offspring of the “Chicago 
plan” and of Abba P. Lerner’s “functional finance,” with the latter a logical exten- 
sion of the proposals of the American-Keynesian school of economists for deficit 
financing of government through monetary expansion. See Abba P. Lerner, “Func- 
tional Finance and the Federal Debt,” Social Research, X (February, 1943), 38-51; 
and The Economics of Control (New York: The Macmillan Co., 1944). 
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due to guidance and policy elements which are wholly or largely 
independent of the banking structure? 

The purpose of this article is to review the character of the diffi- 
culties with the monetary system which are described, or assumed, 
in the writings of Simons, Mints, and Friedman on monetary re- 
form, and which underlie Friedman’s proposed “monetary and fiscal 
framework for economic stability.”” Their major criticisms of the 
present system can be summarized as follows: the monetary system 
holds the wrong kind of assets; the system is inherently unstable; 
and the record of policy actions by Federal Reserve officials—the 
reputed monetary authorities—has been bad. 


SHOULD THE ASSETS OF THE MONETARY SYSTEM CONSIST 
ONLY OF GOVERNMENT OBLIGATIONS? 


Under Friedman’s proposed monetary and fiscal framework a 
drastic change would be made in the character of the assets which 
could be monetized. With the possible exception of a carry-over of 
existing bank assets during a transitional stage, the assets of the 
monetary system would be restricted to obligations of the federal 
government.® Both Mints and Simons have also indicated a strong 
preference for money based on government obligations.’ 

Any monetary system has a dual character, for in issuing obliga- 
tions which serve as circulating medium in the community, some 
person or organization of the community must be the first recipient 
and user, and the creation or issue of money therefore serves to 
finance those economic activities for which that recipient (in the case 
of customary banking operations, the borrower from the bank) uses 
the money. The proposal to eliminate obligations of business con- 
cerns and of individuals from bank assets, and to confine bank assets 
to government obligations, is therefore an assumption that a mone- 
tary system having the dual-purpose character of financing business 
enterprises and of providing circulating medium is inferior to a dual- 
purpose system which finances government and provides circulating 
medium. This argument seems to me specious. 

5. The question of how Professor Friedman’s proposal would work in practice 
will be considered in another article. 


6. “. . . all money in the community is either a direct government obligation . . . 
or is backed one hundred per cent by a direct government obligation” (Readings, 
p. 387). 


7. This is the import of Mints’s discussion of monetization of the government 
debt with an increase in the reserve ratio and use of a permanent government deficit 
to provide annual additions to the stock of money (Monetary Policy, pp. 191-96), 
-_ pI Simons’ proposal for 100 per cent reserves (Economic Policy, pp. 62-63, 
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The problem of providing a monetary system which promotes 
economic stability is not a problem of what type of assets is held by 
the monetary system. We could have a good monetary system with 
no assets except monetary metals, or one holding a group of basic 
commodities, though, as Friedman has pointed out, the latter might 
be difficult to manage because of problems of selection and storage.’ 
We could have a good monetary system with assets consisting solely 
of government obligations. However, in all of these cases an essential 
element of a good monetary system is that the quantity of the cir- 
culating medium should not be tied to the quantity of assets in ex- 
istence of the sort held by the monetary system. There is no reason 
to assume that the quantity of any kind of asset that might be ac- 
quired by the monetary system is likely to change with the quantity 
of circulating medium needed for full output and price stability— 
unless, of course, the quantity of that type of asset is so managed, 
or indirectly controlled, that it changes with the needed quantity of 
money. Such management, or establishment of a device by which 
this occurs, shifts the problem of providing an adequate but not 
excessive quantity of money to a collateral problem of creating a 
selected type of asset in precisely that quantity. 

Establishment of a device by which the quantity of assets of the 
type held by the banking system is expected to vary with needed 
changes in the quantity of money is the heart of Friedman’s pro- 
posed monetary and fiscal framework for economic stability. He 
proposes to deal with the basic monetary problem, that of controlling 
the quantity of monetized assets, by making them vary with varia- 
tions in the amount of the federal government debt and by establish- 
ing a government fiscal program such that the government debt will, 
he believes, vary according to desirable variations in the quantity of 
money. 

The general character of Friedman’s solution of the problem of 
selecting assets for monetization is essentially the same as that of 
propositions widely acclaimed in the early history of the develop- 
ment of banking and found by experience to be decidely inade- 
quate. Some early banking theorists suggested that banks which 
limited their assets to mortgages on land and personal estates would 
issue an appropriate but not excessive quantity of circulating medi- 
um.* Other banking theorists of the eighteenth and nineteenth cen- 


8. “Commodity-Reserve Currency,” pp. 215-18 and 230-31. 


9. “Upon the right establishment of banks, depends the . . . equable course of 
circulation. By them solid property may be melted down. By the means of banks, 
money may be constantly kept at a due proportion to alienation. If alienation in- 
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turies, particularly those writing after experience had shown that 
monetization of land or “solid property” had led to inflation, devel- 
oped or supported the theory that banks would provide an appro- 
priate quantity of circulating medium if their obligations were issued 
on the basis oi self-liquidating commercial paper or “real bills.” 

These discarded theories rested on an assumption, explicit or 
implicit, that under specified conditions the quantity of some parti- 
cular type of asset offered to the banks as security for loans will 
change in accordance with the needs of the economy for money. The 
same kind of assumption appears in the belief that a fixed fractional 
reserve system, with bank reserves consisting of a specific commodi- 
ty such as gold, will furnish the nation with a circulating medium 
adapted to its needs. The gold standard fractional reserve system 
rested on the assumption that the quantity of the circulating medium 
issued by banks would vary directly (with only slight time lags) 
with the quantity of gold available for use as money—even though 
the assets of banks except for reserves would consist of business obli- 
gations. It was assumed further that the quantity of money, under 
this system, would be likely to change in accordance with the econ- 
omy’s needs. 

If a monetary system operating on any of the foregoing bases is to 
be successful it is clear that the quantity of the specific type of assets 
offered for monetization, or the specific commodity used as reserves, 
must be controlled in such a way as to produce the requisite quantity 
of circulating medium needed for stability of the value of the mone- 
tary unit. In practical operation, the gold standard fixed fractional 
reserve system proved to be the best of these proposals, because of 
the fact that gold is difficult to produce, and the world’s gold stocks 


creases, more property may be melted down. If it diminishes, the quantity of money 
stagnating will be absorbed by the bank, and part of the property formerly melted 
down in the securities granted to them, will be, as it were, consolidated anew” (Sir 
— Steuart, An Inquiry into the Principles of Political Economy (London, 1767], 

, 149). 

“And it is certain that the Value of Money has been continually sinking in Eng- 
land for several Ages past, because it has been continually increasing in Quantity. 
But if Bills could be taken out of a Bank in Europe on a Land Security, it is prob- 
able the Value of such Bills would be more certain and steady .. .” “. . . there can 
never be so much of it emitted as to make it fall below the Land it is founded on 

. if it should ever become so plenty by indiscreet Persons continuing to take out 
a large Overplus, above what is necessary in Trade, so as to make People imagine 
it would become by that Means of less Value than their mortgaged Lands, they 
would immediately of Course begin to pay it in again to the Office to redeem their 
Land, and continue to do so till there was no more left in Trade than was abso- 
lutely necessary. And thus the Proportion would find it self . . . without giving any 
one the Trouble of Calculation” (Benjamin Franklin, A Modest Enquiry into the 
Nature and Necessity of a Paper-Currency (Philadelphia, 1729]; quotation from 
Colonial Currency Reprints II [Boston, 1911], 349 and 354). 
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have tended to increase slowly. But, as is recognized by most econo- 
mists, this device has not worked well enough to provide the condi- 
tions needed for economic growth and stability. 

The foregoing devices may have appeared to be reasonably good 
proposals for developing adequate monetary control in times when 
factual data were not available for the use of a government agency 
or other monetary authority in determining the degree of change in 
the quantity of money requisite for attainment of stability in the 
value of the unit. However, during the past two hundred years no 
such device has been successful for more than a short period of time. 
There has always remained too close a tie between the quantity of 
circulating medium and the available amount of certain types of 
assets figuring in a large way among the assets of the monetary 
system. The experience of the past indicates that in adapting the 
monetary system to serve its purpose more adequately, we should 
cut this kind of tie and not strengthen it. Friedman believes that the 
problem can be solved by setting up a system of principles for the 
conduct of all government activities in such a way that government 
deficits or surpluses would automatically result from changes in 
business conditions and would provide the necessary secular increase 
in the quantity of money, and that the amount of government debt 
would then vary in accord with the envisaged need for money.’”° 

Proposals to base money solely on government obligations may 
be supported by arguments of a character different from the fore- 
going. Friedman claims that “private creation of money”—such as 
provision of circulating medium by banks on the basis of business 
obligations—is inconsistent with competitive private enterprise be- 
cause it is a kind of natural monopoly." This argument assumes that 
the philosophy and practice of government regulation of “privately 
owned”’ public utilities is wrong and that all public utilities partaking 
significantly of the character of “natural monopolies” should be 
owned and operated by government. With this argument I cannot 
agree. It seems to me that maintenance of private enterprise, as com- 
petitive as possible, means only that a “natural monopoly” should 
be subjected to government regulation in lieu of the “automatic” 
regulation of competition. That in the case of money this regulation 
should extend to control over the quantity supplied to the nation is 
abundantly clear from experience. In what way this control can best 
be exercised is a practical matter of the most “workable” technique. 


10. Friedman, Commodity-Reserve Currency, pp. 227-28. 
11. Ibid., p. 211 
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The argument that a “natural monopoly” should be owned and 
operated by government may be examined from two points of view, 
that of economic theory and that of political theory and practice. 
From the point of view of economic theory the argument is falla- 
cious. When the principles of competitive price theory are applied to 
a monopoly, the conclusion follows that a monopolist operating un- 
der a price set by government on the basis of cost analysis will 
develop the same production policy relative to costs as results from 
competition.’* Friedman’s acceptance of the argument ignores eco- 
nomic theory and appears to be taken from the views of the late 
Henry C. Simons.’* Simons’ views on this point, as stated in his 
writings, also ignored economic theory and appear to have been 
based on two assumptions, neither of which I can accept: (a) that a 
government monopoly of all “natural monopolies” is more consistent 
with the principles of competitive enterprise and democratic govern- 
ment than government price-setting for each of the “natural mo- 
nopolies”; and () that as a general rule practical experience with 
government ownership and management of industry has been more 
satisfactory than that with government regulation, that is, that in 
general government operated industries have been more efficiently 
managed and more adequately oriented toward consumers’ needs 
and choices than the regulated industries.’* 


Is THE INSTABILITY OF THE MONETARY SYSTEM INHERENT? 


The argument that the present monetary system is inherently 
unstable is made on two grounds, both of which are related to the 
practice and legal requirements of the past with respect to the kinds 
of assets held by the monetary system or by its various parts. One 
of these arguments is derived from the banking process of creating 
circulating medium by making loans and destroying it through their 
repayment. This process does, indeed, result in a daily instability in 
the quantity of the circulating medium. However, this daily in- 
stability does not warrant the assumption of an inherent instability 
in the circulating medium of the sort involved in severe inflations 
or depressions, or in less severe business fluctuations of sufficient 

12. See Griffith C. Evans, Mathematical Introduction to Economics (New York: 
McGraw-Hill Book Co., 1930), pp. 8-9. 

13. Simons, Economic Policy, pp. 43-44, 57-58, 83. 


14. Neither of these assumptions is stated in this form by Simons, but the former 
seems to me specifically implied, and the latter implicit, in his references to monop- 
oly in the articles reprinted in Economic Policy. Unfortunately, Simons’ arguments in 
favor of his views on the proper handling of monopolies are not developed in suffi- 
cient detail to permit a thorough analysis of them. 
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length and magnitude to be included in measurements of “business 
cycles.” The assumption that the daily instability in bank loans 
produces cyclical fluctuations in total bank credit has no more valid- 
ity than an assumption that the daily instability in the number of 
births and deaths in the various cities of the nation and in the num- 
ber of immigrants and emigrants produces serious alternations of 
growth and shrinkage in the population of the nation. 

The facts are that banks have long been engaged in the buying 
and selling of securities for which there are continuous markets as 
well as in the making of loans, that keeping uninvested the funds 
which return to them is decidedly unprofitable, and that the making 
of additional loans and investments through sheer expansion of their 
own liabilities is highly profitable even at low rates of interest. These 
facts, taken together, mean that banks have an inherent tendency of 
great strength to maintain and in fact constantly to enlarge the 
volume of their assets and hence the amount of the circulating medi- 
um. This inherent tendency toward continuous expansion is far 
stronger than the inherent tendency toward instability. In fact, the 
inherent tendency to expand continuously is so strong that banks 
have been subjected to limitations of various sorts, and the recorded 
instability in the amount of circulating medium created by the banks 
is due primarily to the erratic impact of those limitations.** The 
argument that the present monetary system is inherently unstable, 
with respect to periods and magnitudes associated with lack of full 
employment, because the demand for loans may vary is fallacious. 

The second argument that the present monetary system is inher- 
ently unstable has—or rather, has had in the past—more validity. 
As Simons pointed out, problems were created by the development 
by banks of “money substitutes” and the general acceptance of those 
“money substitutes” as circulating medium so that in practice they 
became money, and yet were convertible on demand into “money” 
in a much narrower sense, with the latter issued by a segment of the 
monetary system which could not hold the same kind of assets as the 
banks.’® Friedman claims that existence of several types of currency 


15. This conclusion is not at variance with the observation that the reserve ratio 
of commercial banks tends to be high in times of depression and low at business 
peaks. These fluctuations in the reserve ratio are due: (a) to a lag in the banks’ 
response to changes in the reserves available to them, which may be considerable in 
the case of enlarged reserves if the banks have reason to believe their “excess” re- 
serves are temporary; and (b) to the effect of rising or falling prices and of business 
prospects—themselves the result of the impact of previous changes in reserves or 
other limitations on bank operations—upon the riskiness of investments and the need 
of banks for reserve balances to meet prospective clearings and customers’ demands 
for currency. 


16. Simons, Economic Policy, pp. 166-67. 
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(such as various classes of deposits, Federal Reserve notes, and 
other types of hand-to-hand currency) subject to different reserve 
requirements—even after prohibiting the use of gold as a circulating 
medium and restriction of its monetary use to that of central bank 
reserves—necessarily means inherent instability in the total quantity 
of circulating medium whenever there are shifts from one type of 
medium to another.’* This argument rests on the assumption, which 
Friedman fails to make clear, that the amount of “reserves” is in- 
flexible and may not be varied in accordance with changing amounts 
required when one type of deposit or currency is converted into 
another type. This assumption is not in accord with reality under the 
present monetary system, when “reserves” consist of deposit bal- 
ances in (i.e., liabilities of) a central bank with broad powers to 
change the amount of those balances by acquiring or relinquishing 
assets. That is to say, in discussing the “inherent” instability of a 
fractional reserve monetary system, Friedman does not distinguish 
between a banking system operating with fractional reserves con- 
sisting of “standard” money and one with reserves consisting of 
balances at a central bank. In fact the two systems differ profoundly 
from each other. 

The problem of shifts in the relative amounts of the various types 
of circulating medium in use was serious in the United States prior 
to establishment of the Federal Reserve System, because “money” 
in a narrow sense contituted the “reserves” which the banks were 
required by law to keep in a given proportion to their deposits. The 
problem had two phases, that of convertibility of deposits into hand- 
to-hand currency, and that of convertibility of currency and hence 
deposits also, into gold. The latter phase, as Friedman points out, 
was eliminated in 1933, but would reoccur with a restoration of the 
“real” gold standard and fractional bank reserves in gold, or with a 
multiple-commodity currency standard operating in a similar man- 
ner. The former phase is essentially a problem of asset-transfer, or 
clearance, when the holders of circulating medium wish to convert 
some of it from one form into another. Its character was recognized 
a half-century ago, and devices to meet it were incorporated in the 
Federal Reserve Act. It is therefore desirable to review here the 
methods proposed and those finally adopted for dealing with it. The 
arguments of Friedman and Simons regarding “inherent instability” 
of the present monetary system reveal a lack of discrimination be- 
tween the actual characteristics of the present monetary system with 


17. Friedman, Commodity-Reserve Currency, pp. 212-13. 
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respect to this problem and the way the mechanism has functioned 
at certain times, particularly in the early 1930’s. There is no doubt 
that inadequate functioning of this mechanism has been an impor- 
tant factor in economic instability since 1914, but the difficulties 
have been due to the management, rather than to “inherent” char- 
acteristics, of this phase of the monetary machinery. 

The severity of the problem of interconvertibility of deposits and 
currency, prior to 1914, was due to the conditions of issue of hand- 
to-hand currency. Those conditions prevented expansion of hand-to- 
hand currency in line with the needs of an expanding volume of 
trade, particularly in the case of seasonal needs, and produced per- 
verse changes in bank reserves.’* In the controversies regarding the 
problem there were two views as to how to reform the process of 
issuing currency. One view was that currency should be issued on the 
basis of the same kind of assets as underlay bank deposits, or at 
least a major portion of them, namely, “commercial paper” or rela- 
tively short-term business and agricultural loans. As a means of 
implementing this point of view various bills were introduced into 
Congress providing that national banks could issue circulating notes 
on the basis of their general assets. The other view was that currency 
should be issued by the government, either directly or by a specially 
chartered bank of issue, and many bills to accomplish this were in- 
troduced in Congress. This method was more in line than the other 
with western European experience and practice. 

The currency provisions of the Federal Reserve Act were an 
amalgamation of these two points of view, with a central banking 
mechanism derived largely from the practices of central banks in 
England, France, and Germany.’® The amalgamation of the two 


18. See, for example, Joseph French Johnson, Money and Currency (Boston: Ginn 
& Co., 1905), pp. 322-24 and also pp. 369-70 in the revised edition published about 
1914; J. Laurence Laughlin (editor), Banking Reform (Chicago: National Citizens’ 
League, 1912), chaps. i, iv, and viii; Edwin W. Kemmerer, Seasonal Variations in 
the Relative Demand for Money and Capital in the United States (National Mone- 
tary Commission, 1910), p. 173; Alexander Dana Noyes, History of the National- 
Bank Currency (National Monetary Commission, 1910); and John Perrin, “What Is 
Wrong with Our Banking and Currency System?” Journal of Political Economy, 
XIX (December, 1911), 856-65, quoted in part by Chester A. Phillips, Readings in 
Money and Banking (New York: The Macmillan Co., 1919), pp. 694-95. 


19. Centralization of note issue was taken from all three of these. Issue of circu- 
lating notes on the basis of gold plus commercial paper discounted for commercial 
banks was taken from practices in France and Germany. The concentration of specie 
reserves, discussed in the next paragraph, was also taken from all three of these 
European central banks. The chief differences between the central banking system 
established in the Federal Reserve Act and those in operation in western Europe were 
the ownership by commercial banks of the stock of the Reserve banks and diffusion 
of control. 
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ideas was implemented in the original Federal Reserve Act by pro- 
viding for issue of government obligations in the form of circulating 
notes collateraled by “eligible” commercial paper, with an additional 
gold reserve. The notes were to be printed by the Treasury and 
issued by agents of the Federal Reserve Board at the various Federal 
Reserve banks. The commercial paper was to be obtained from the 
Federal Reserve banks, and by those banks from the member banks 
through the rediscounting process. Under amendments to the Act 
in 1916 and 1917, such paper used as collateral, if in the form of 
bills of exchange, could also be purchased from member banks, or 
the notes could be issued on the basis of loans to member banks 
collateraled by the same types of assets or by federal government 
obligations, or on the basis of gold certificates. The effect of these 
changes was to require collateral for Federal Reserve notes equal to 
40 per cent of the note issues in the form of gold or gold certificates 
and 60 per cent in the form of eligible paper rediscounted for mem- 
ber banks, loans to member banks collateraled by “eligible” paper 
or by United States government obligations, bills of exchange pur- 
chased from member banks, bankers acceptances purchased from 
any source, or gold or gold certificates. 

Another problem which was prominent in the monetary reform 
literature preceding establishment of the Federal Reserve System 
was the fact that the specie or legal tender portion of required bank 
reserves was scattered throughout all of the banks and consequently 
created a situation under which some banks, particularly in times of 
stress, could “hoard” specie or legal (ender and prevent adequate 
mobility of bank reserves. To meet this problem a portion of the 
specie and legal tender reserves of the various banks was ordered 
transferred to the Federal Reserve Banks. In the amendments of 
1917 this process was completed and holdings of specie and legal 
tender by the member banks no longer counted as legal reserves. 

The discussions of a central bank or national reserve association 
in the few years preceding the framing of the Federal Reserve Act, 
the character of the bills prepared by the congressional banking and 
currency systems, and the provisions of the Act as passed by the 
Congress, all reflect the purpose of providing a currency which 
would have “elasticity” without affecting the reserves held against 
bank deposits. In Banking Reform (published by the National Citi- 
zens’ League in 1912, and largely written by H. Parker Willis who 
was more directly connected than any other economist with the 
framing of the Federal Reserve Act), the purpose of a national re- 
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serve association was described as follows: “to provide an elastic 
currency whenever it was needed by the public; to make this possi- 
ble without drawing down bank reserves; to give credits based on 
cotton, grain and the like, without expensive shipments of cash to 
and fro; and, finally, in time of panic, to provide the possibility of 
getting loans.’’*° In the draft of the Federal Reserve Act reported to 
the House of Representatives by its Committee on Banking and 
Currency the currency issue and reserve functions of the Federal 
Reserve banks were completely separated, even to the segregation of 
the gold reserves to be held by the Federal Reserve banks against 
notes from those against reserve accounts of member banks.” Under 
the Senate Committee draft of the bill the Federal Reserve Board 
would have been enabled to authorize the use of Federal Reserve 
notes, or bank notes based on United States bonds, as reserves of 
member banks.?* This would have permitted the Federal Reserve 
authorities to provide elasticity in the cash-in-vault portion of bank 
reserves as well as the portion in balances in the Federal Reserve 
System. Throughout the reports of both banking and currency com- 
mittees, issue of circulating notes for hand-to-hand currency and 
provision of reserves for member banks against deposits appear to 
be regarded as separate functions of the Federal Reserve Banks, 
though the means provided for accomplishing both tasks made use 
of the same mechanisms, namely, rediscounting for member banks 
and the holding of a central pool of gold reserves. 

These arrangements provided a mechanism designed to operate 
in accord with current descriptions of the problem and the remedy, 
such as that of John Perrin. “. .. the main defect of our present cur- 
rency system is that the volume of currency in circulation has its 
adjustment in the flow from bank reserves into money in circulation 
and from money in circulation into bank reserves, causing a con- 
traction of bank reserves and the loans depending on them as busi- 
ness expands, and an expansion of reserves and of loans as business 
contracts. A remedy would be the use of bank notes through which 
the volume of currency in circulation would have its adjustment in 
the flow from bank deposits into bank notes in circulation, and from 
bank notes in circulation into bank deposits, thus protecting from 
disturbance both bank reserves and the loans based on them.’ 


20. Banking Reform, p. 18. 

21. 63d Congress, Ist Sess., House of Representatives, Report No. 69, on H.R. 7837. 
22. 63d Congress, Ist Sess., Senate, Report 133, on H.R. 7837. 

23. Perrin, op. cit., p. 865 (also, slightly adapted, Phillips, op. cit., p. 695). 
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It is apparent that the Federal Reserve System could operate as 
intended—i.e., to provide an elastic currency without contracting 
member bank reserves—if and only if the Federal Reserve Banks 
acquired additional assets (through the rediscounting process, pur- 
chase of bills of exchange and bankers’ acceptances, loans to mem- 
ber banks, and increased holdings of gold) to the full extent of in- 
creased currency issues in the form of Federal Reserve notes. Only 
by this means could the former contractive effect on commercial 
bank reserves be avoided. The necessity of keeping this principle in 
mind in the operations of the Federal Reserve System is so obvious 
—in view of its discussion in the literature preceding establishment 
of the Federal Reserve System and the provisions of the Federal 
Reserve Act—that the failure of Federal Reserve officials to handle 
the System in conformity with it in the 1930’s warrants a charge of 
lack of adherence to the intent of the law. 

In the early 1930’s the Federal Reserve Banks virtually stopped 
rediscounting or otherwise acquiring “eligible” paper. This was not 
due to lack of eligible paper. In 1928 and 1929 (except for the last 
date in 1929) member bank borrowings at Reserve banks (redis- 
counts and collateral loans) amounted approximately to one-fifth or 
one-fourth of the amount of eligible paper other than government 
obligations held by member banks, or roughly one-eighth of such 
paper including government obligations. Throughout 1930, 1931, 
and 1932 (except for the last part of 1931) the amount of member 
bank borrowings was from about one-fourth to two-fifths the magni- 
tude of 1928 and 1929, and remained at about one-tenth to one- 
twentieth of the eligible paper held by member banks excluding gov- 
ernment obligations or about one-thirtieth to one-fiftieth including 
those obligations.** Nor was this virtual stoppage of the rediscount- 
ing process due to any forces outside the Federal Reserve System. 
It was due directly to a combination of lines of action which must 
have been deliberately pursued by the Federal Reserve authorities, 
for they could not have been adopted in any other way. These lines 
of action included strenuous discouragement of continuous discount- 
ing by any member bank, “direct pressure” so strong as to amount 
to virtual prohibition of rediscounting for banks which were making 
loans for security speculation, and a hard-boiled attitude toward 
banks in special need of rediscounts because of deposit withdrawals. 
These are the lines of action referred to by E. A. Goldenweiser in his 
recent book as the “discount policy” of the Federal Reserve Banks, 


24. Annual Report of the Federal Reserve Board, 1932, p. 126. 
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and termed “banking policy” in some of the annual reports of the 
Federal Reserve Board.” 

The Federal Reserve Board claimed that prior to the Glass-Stea- 
gall Act of 1932 the Federal Reserve Banks could not engage in 
open-market operations on a sufficient scale to maintain bank re- 
serves because of the threat to their own gold reserve requirements 
resulting from lack of sufficient eligible paper as collateral for Feder- 
al Reserve notes.*® Technically, this may have been correct at the 
time; but the Board omitted the vital fact—by far the most impor- 
tant single fact in the whole situation—that the Federal Reserve 
Banks did not hold sufficient eligible paper solely because the Feder- 
al Reserve authorities had discouraged rediscounting almost to the 
point of prohibition. Had the Federal Reserve authorities been deter- 
mined to carry out the intent of the framers of the Federal Reserve 
Act they would have made the terms of rediscounting or of collater- 
aled loans to member banks so attractive as to acquire the needed 
amount of “eligible” paper. 

That is to say, since 1917 there has been ample provision in the 
structure of the monetary system for convertibility of deposits into 
currency without producing instability through an adverse effect on 
bank reserves and hence on the amount of deposits or the total cir- 
culating medium. The problem of asset-transfer, or clearance, as- 
sociated with conversion of deposits into currency, and the collateral 
problem of avoiding an adverse impact on the quantity of bank re- 
serves, were solved by the combination of three devices: (1) the 
denuding from currency in any form of the power of serving as 
“reserves” for the major part of the commercial banks; (2) the issue 
of currency by the central bank on the basis of assets of the same 
sort as were widely held by commercial banks; and (3) provision 
for transfer of such assets from commercial banks to the central 
bank through the process of rediscounting. The claim of an inherent 


25. Emmanuel A. Goldenweiser, American Monetary Policy (New York: McGraw- 
Hill Book Co., 1951), pp. 84-85; Annual Report of the Federal Reserve Board, 1928, 
p. 9. The component parts of this “discount policy” or “banking policy” of the Federal 
Reserve Banks, except for the terms set for rediscounting when member banks were 
faced with depositors’ runs, are described in the annual reports of the Federal Reserve 
Board (see the following reports: 1926; pp. 3-5; 1928, pp. 9-10; and 1929, pp. 2-4). 
Declinations of requests for rediscounts by banks in difficulty, prior to passage of the 
Glass-Steagall Act of 1932, is ascribed by Goldenweiser to lack of holdings of suffi- 
cient “eligible” paper by those banks (op. cit., p. 128) and this view is implicit in a 
passage in the Annual Report of the Federal Reserve Board for 1932 (p. 19). How- 
ever, conversations of the author with persons intimately associated with the problems 
faced by banks in trouble in 1932 and 1933 indicates that onerous terms were re- 
quired for rediscounting in many specific cases subsequent to the Glass-Steagall Act 
of 1932. 


26. Annual Report of the Federal Reserve Board, 1932, p. 16. 
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instability of the banking system because of this problem is merely 
an echo of conditions which were real prior to establishment of the 
Federal Reserve System; they have had no reality since. 

The problem of whether the Federal Reserve Banks might have 
run up against their own gold reserve requirements is an entirely 
different question. The structure was such that that problem might 
have arisen if the Federal Reserve authorities had fostered instead 
of squelching rediscounting and collateral loans for member banks, 
and had therefore acquired sufficient assets from member banks to 
maintain an adequate volume of member bank reserves. However, it 
is clear that this kind of difficulty could have been appropriately 
dealt with. First, the problem would have been of much smaller 
dimensions than might be assumed from the factual data regarding 
issue of currency, because the large amount of hoarding of currency 
would not have occurred and consequently issuance of Federal Re- 
serve notes would not have been needed in such large quantities. 
Second, the Federal Reserve Act provided a safeguard by giving the 
Federal Reserve Board power to suspend Federal Reserve require- 
ments for both member banks and Federal Reserve Banks, with a 
penalty in the form of a “graduated tax,” but with ample flexibility 
in the smallness of the penalty. Third, there was much interest 
among economists, in the first quarter of the twentieth century, in 
the question whether gold was being produced fast enough to meet 
the needs of the world’s banking systems; and there is no doubt 
that if the Federal Reserve Board had come by study and experience 
to the conclusion that the rate of gold production was insufficient 
and had recommended that the gold reserve requirements for Federal 
Reserve Banks should be reduced Congress would have approved. 

Further changes in the conditions of acquisition of assets by Fed- 
eral Reserve Banks, for use either as collateral against Federal Re- 
serve notes or as a means of increasing the reserve accounts of mem- 
ber banks, were made by the Glass-Steagall Act of 1932, the Bank- 
ing Acts of 1933 and 1935, and by other amendments. These changes 
have removed the vestiges of the circumstances which were thought 
to be obstacles to the conversion of deposits into currency, in any 
amount demanded by the public, without disturbance of the reserve 
balances of member banks. The problem of conversion of currency 
or deposits into gold has also been fully solved by removing gold 
from use as circulating medium, and limiting the conversion of de- 
posits or currency into gold to international transactions or industri- 
al uses. 
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The conclusion to be drawn from these considerations is that the 
present monetary system is not inherently unstable. Its past record 
of instability is due to structural defects which have been remedied 
and to inappropriate actions by central bank authorities. 


QUALITY OF FEDERAL RESERVE POLICY IN THE PAST 


The third general criticism of the present monetary system by the 
Chicago group of economists is that the record of Federal Reserve 
actions and policy in the United States is bad. This has been em- 
phasized most by Mints, who has compared the direction and extent 
of changes in Federal Reserve credit outstanding with changes in the 
level of prices as measured by the Department of Labor index of 
wholesale prices. He concludes that for seven periods of striking 
need for aggressive monetary action, in five the earning asset policies 
of the Federal Reserve banks were in the wrong direction and in the 
other two cases, though in the right direction, inadequate in extent.” 
He concludes that the performance of the system is not improving 
in time but, now as in the past, is “disastrously opportunistic.” This 
criticism of Federal Reserve policy is essentially sound, though a 
better technique than Mints used is needed to appraise the adequacy 
of Federal Reserve policy. His method of appraisal is subject to two 
deficiencies: (1) variation in the value of the monetary unit, as 
measured by the most appropriate price index, reflects primarily the 
errors of monetary policy a few months earlier and may or may not 
need offsetting at the time the index number is published, depending 
on the direction and force of monetary policy in the interval; and 
(2) an index of wholesale prices is not the best measure of the value 
of the monetary unit for the purpose of relating monetary policy to 
the problems of business fluctuations and maintenance of effective 
demand and “full employment.” 

Further, criticism of Federal Reserve policy does not provide an 
explanation of why Federal Reserve policy has been so bad. Con- 
sideration of the factors influencing Federal Reserve policy at vari- 
ous times should throw considerable light on the question whether, 
as Friedman believes, drastic changes in bank reserve requirements 
and central bank organization are needed in order to provide the 
means of developing and adopting good monetary policies. The fact 
that Federal Reserve policy has been disastrously wrong on numer- 

27. Mints, “Monetary Policy and Stabilization,” loc. cit., and “The Role of Mone- 
tary Policy in Mobilization,” presented at the University of Chicago Law School 


Conference on the economics of mobilization, 1951. The seven periods are 1920-21, 
1929-31, 1937-38, 1940-46, 1946-48, 1948-49, and 1950 to January, 1951. 
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ous occasions and has resulted in intensifying business fluctuations 
rather than in eliminating or mitigating them is not by itself an argu- 
ment for changing the structure of the monetary system. It may be 
an argument supporting the strength, not the weakness, of the pres- 
ent mechanism for controlling the amount of monetized assets, and 
also a cogent argument for providing, through congressional action, 
a guide for central bank operations. 

The comments which follow on the reasons for the errors in Fed- 
eral Reserve policy on many occasions are made from the point of 
view of a person who has reviewed the ideas developed in the long 
controversy on monetary reform preceding establishment of the 
Federal Reserve System, who has some acquaintance with the de- 
velopment of the theory of the value of money and its relation to 
business stability and instability, and who has also had some experi- 
ence with the practical operations of a government agency. From 
this point of view, the items listed below seem to have been of crucial 
importance in the pursuit of lines of action which have originated or 
intensified, instead of avoiding or mitigating, disturbances of eco- 
nomic equilibrium. 

1. The guiding principles for Federal Reserve action in the Fed- 
eral Reserve Act, both in its original form and in amendments, are 
vague and ambiguous, and Federal Reserve officials and staff de- 
veloped an ambiguous terminology, resulting in confusion as to the 
proper kind of guide for central bank action.”® 

2. The Federal Reserve Board appears to have overemphasized 
the traditional role of bank reserves derived by bankers from their 
own experience as a means of maintaining “liquidity,” and to have 
underemphasized the function of reserves as a base for bank credit 
which limits the expansion of bank deposits. This confusion as to 
the function of reserves appears to have underlain the failure of 
the Federal Reserve authorities in the early 1930’s to follow the 
intent of the framers of the Federal Reserve Act, with the result 
that the Federal Reserve Banks did not acquire enough eligible 
assets as collateral for increased issues of Federal Reserve notes. 
This distorted emphasis regarding the function of reserves has been 
credited to the conception of the purpose of reserves prevailing at 
the time the Federal Reserve System was established.*® A more 
creditable explanation is that the ideas of the founders of the system 


28. See Clark Warburton, “Monetary Control under the Federal Reserve Act,” 
Political Science Quarterly, LXI (December, 1946), 515-16, 521-29. 


29. Goldenweiser, op. cit., p. 117. 
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were misunderstood. It is true that the reports of the banking and 
currency committees of Congress on the bills which became the 
Federal Reserve Act referred more directly to the liquidity function 
of reserves than to their use as a base for the creation of bank de- 
posits. However, the latter was amply recognized in those reports 
in the form of elaborate computations of the effect of the proposed 
changes in the law on the possibilities of bank credit expansion and 
contraction; and as has been pointed out above, various protagonists 
of banking reform emphasized the need for removing the impact on 
reserves of changes in the amount of currency in circulation. Fed- 
eral Reserve officials of the 1930’s, it appears, failed to understand 
the intent of the framers of the Federal Reserve Act because they 
were not adequately acquainted with the discussions preceding and 
accompanying the creation of the Federal Reserve System. 

3. During much of the period since the establishment of the 
Federal Reserve System, particularly in the 1930’s, there has been 
an almost complete lack of recognition by Federal Reserve author- 
ities of the need for growth in the money supply. At the Federal 
Reserve Bank of New York in the 1920’s Carl Snyder recognized 
this problem and made some effort to measure the needed rate of 
growth. He came to the conclusion that approximately 4 per cent 
growth per year is needed and it is believed that this conclusion was 
recognized by Benjamin Strong, then governor of the Federal Re- 
serve Bank of New York and recognized as the most influential man 
in the Federal Reserve System at that time.*° However, in the an- 
nual reports of the Federal Reserve Board and in the Federal Re- 
serve Bulletin there are very few references to the need for growth 
in the money supply and no indication that the Board or its tech- 
nical staff has ever been interested in measuring the needed rate of 
growth. In important policy statements the Board has denied, im- 
plicitly but definitely, the need for growth. In 1939, for example, the 
Board stated: “It has been the Board’s view that, since the money 
supply, however measured, is larger now than at any previous time, 
the difficulty must lie not in the scarcity but in the inadequate use 
of the existing supply.”* 

4. The Federal Reserve Board has properly recognized the fact 
that the volume of business and hence the amount of output and 


30. Carl Snyder, Capitalism the Creator (New York: The Macmillan Co., 1940), 
pp. 220-21; Henry A. Wallace, New Frontiers (New York: Reynal & Hitchcock & Co., 
1934), p. 97 


31. Statement to the Chairmen of the Committees on Banking and Currency of the 
Senate and House, April 8, 1939, Federal Reserve Bulletin, XXV (May, 1939), p. 363. 
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employment is related not only to the quantity but also to the 
velocity of money, but has greatly overemphasized the impact on 
the economy of changes in velocity. Particularly, it has failed to 
recognize the fact that changes in monetary velocity associated with 
inflation and depression are generally the result, respectively, of 
excessive increase or of contraction or absence of growth in the 
quantity of money; and it has never made an adequate analysis of 
the factual record with respect to the rate of use of money in con- 
nection with current production or sales of the output of the 
economy. The signicance of the kind of velocity which has come to 
be called income-velocity or circuit velocity, and the inadequacy 
of a comprehensive measure of velocity which covers all uses of 
money for use in studying and eliminating business fluctuations, 
were pointed out by a prominent economist a quarter of a cen- 
tury ago.*” 

5. The Board’s inadequate analysis of the factual record with 
respect to monetary velocity was accompanied, in the late 1920’s 
and in the 1930’s, by insufficient attention to other economic vari- 
ables of basic importance for the development of appropriate mone- 
tary policy. In the early 1920’s the staff of the Federal Reserve 
Board had developed various monthly statistical series pertaining 
to the operations of the monetary system and the economy as a 
whole. These included a new index of industrial production, a sea- 
sonally adjusted index of construction contracts, a reclassification 
of the components of the Bureau of Labor Statistics index of whole- 
sale prices, new indexes of department store sales and of freight-car 
loadings, and a seasonal adjustment of the Bureau of Labor Statis- 
tics index of factory employment. At the Federal Reserve Bank of 
New York an index was developed of the general price level, under- 
stood to include prices of all goods and services purchased and sold 
including existing properties as well as items of current output, and 
a measure of the rate of use of money in all transactions in the 
form of a ratio of debits to the balances in bank deposit accounts. 
These were notable advances in available measurements of im- 
portant factors pertaining to the economic system as a whole. 

Nevertheless, significant progress in the development of eco- 
nomic statistics, particularly with respect to those needed for ana- 
lysis of the relation of bank operations and central bank policy to 
maintenance of economic equilibrium, seems to have been halted 
before appropriate goals were reached. Six series of vital impor- 


32. Arthur C. Pigou, Industrial Fluctuations (London: Macmillan & Co., 1927), 
pp. 152-54, 
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tance, which were neglected until recent years or are still neg- 
lected, may be mentioned. (1) In the case of the value of the 
monetary unit—perhaps the most crucial single measurement 
needed for guidance of monetary policy—the index of the “general 
price level” prepared at the Federal Reserve Bank of New York is 
not the most appropriate type. What is needed for this purpose is 
an index representative of all final products involved in current out- 
put. This would differ from the New York Federal Reserve Bank’s 
index of the general price level by excluding prices of existing prop- 
erties, raw materials, intermediate products, and labor. Such an in- 
dex has not yet been developed. (2) In the case of the quantity of 
circulating medium, or deposits and currency held by the public— 
almost as vital a series as an appropriate index of the value of the 
monetary unit—a reasonably adequate monthly series first appeared 
in 1944. (3) A monthly series on deposit turnover was also first 
published by the Board in 1944.%* No index of the rate of use of 
money for acquisition of the final products of the economy—a far 
more useful measure of monetary velocity—has yet been developed. 
(4) In the case of the output of the economy no index has been 
developed of the quantity of total output, which may vary quite 
differently from industrial production because of the importance 
and different rate of expansion of agricultural output. A monthly 
index for total output is undoubtedly difficult to prepare because 
of the problem of seasonal production in agriculture; but as yet we 
have no adequate index of total output even on an annual basis, 
and if we had a good annual index, we could find a way of handling 
the seasonal problem and of developing a monthly index. (5) No 
current index of the value of output, or aggregate expenditures for 
final products in the economy has been developed; and little, if any, 
attention, has been given to the deficiencies of the Department of 
Commerce series, “gross national product,” as a measure of the 
changes in the flow of payments, of which the quantity and velocity 
of circulating medium are component parts. (6) Data for reserves 
of member banks in dollar amounts have been published regularly 
since the opening of the Federal Reserve Banks, but no adjustment 
has been made for changes in the effectiveness of the reserve dollar. 
In the 1920’s changes in the proportions of deposits held in banks or 
in types of accounts subject to different percentage requirements 
were sufficient to make the unadjusted series less accurate than was 
needed for determination of changes in the effective quantity of 


33. Federal Reserve Bulletin, XXX (February, 1944), 134. 
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bank reserves most conducive to economic stability. With occasion- 
al changes in percentage requirements, which began in 1936, the 
series showing the dollar amount of member bank reserves became 
almost useless for this purpose. 

6. In 1928 and 1929 the Federal Reserve Board became deeply 
concerned with the problem of excessive speculation in corporate 
stocks and use of bank credit for speculative purposes. This was 
one of the problems about which the founders of the Federal Re- 
serve System had shown great concern; it is discussed at length in 
the reports of the congressional banking and currency committees 
on the bills which became the Federal Reserve Act. However, the 
obsession of the Federal Reserve authorities with this problem be- 
came so great that they abandoned the attention they had formerly 
given to important economic variables such as the price level, the 
amount of employment, the volume of industrial output, and uti- 
lized their powers for the specific purpose of dealing with the prob- 
lem of speculation; and after the results became apparent, repu- 
diated any concern or responsibility for the “larger public conse- 
quences.’”’** This shift in objectives was associated with a lack of 
understanding of the factors underlying changes in property values, 
such as changes in earnings of property, changes in taxation of 
income from property, and changes in the prevailing level of in- 
terest rates. No evidence was produced at that time, nor since, that 
in 1928 and the first half of 1929, when the Federal Reserve Board 
acted, stock values were out of line with values in former years 
(for example, 1922), when consideration is given to these basic 
factors. When earnings from existing properties are rising and in- 
terest rates are falling, as in most of the 1920s’, a rise in the prices 
of existing properties is a prerequisite for maintenance of the flow 
of investors’ funds into new projects. This seems not to have been 
realized by the Federal Reserve authorities. 

7. In the middle 1930’s, when large imports of gold and the in- 
creased price of gold had raised member bank reserves to ex- 
traordinary heights and it was properly felt that action should be 
taken to prevent undue bank expansion on the basis of those re- 
serves, the Federal Reserve Board made a serious mistake in figur- 
ing the impact of increased percentage requirements. As a basis for 
its decision to double percentage reserve requirements the Board 
estimated that all but a very few member banks could meet this 
increase through use of their existing excess reserves plus a reduc- 


34. Annual Report of the Federal Reserve Board, 1929, p. 4. 
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tion of one-half in correspondent balances with other banks. In 
making this computation the Board failed to take into account the 
impact of such a use of correspondent bank balances on the banks 
in the money centers, particularly in New York. Apparently, the 
Board failed to realize that the New York banks would find it 
necessary not only to meet the increase in their own reserve re- 
quirements but also a portion of the reserve requirements of other 
banks which had correspondent balances with them.*® Consequent- 
ly, they failed to anticipate the amount of securities, chiefly United 
States government obligations, which the money market banks were 
required to sell, and the consequent impact on the entire investment 
market and on business plans for capital expenditures.*® 

8. As is well known, in war periods the Federal Reserve author- 
ities have been far too subservient to Treasury pressure for easy 
financing of the government deficit. In the case of World War II 
this subservience extended during a five-year postwar period, dur- 
ing which government deficits were non-existent or slight, but re- 
financing problems were of importance to the Treasury. However, 
it is not sufficiently realized that the Board’s failure to carry for- 
ward its statistical measures of vital aspects of the economy—value 
of the monetary unit, rate of growth in the quantity of money 
needed for stability of prices and maintenance of equilibrium, 
quantity and value of the nation’s output, monetary velocity, and 
effective bank reserves—was an important underlying reason for its 
subservience to the Treasury. Because of lack of these statistics the 
Board did not have the basic data at its command to outline in 
detail nor to support with sufficient strength the kind of monetary 
policy which was needed in wartime and in the postwar period. 

Success or defeat in military operations, we were reminded by 
the course of events in Korea in late 1950, may depend upon the 
adequacy of military intelligence available to, and acted upon by, 
those in command. Similarly, the great errors in monetary policy 
in the United States since establishment of the Federal Reserve 
System seem to me to have been due more to inadequate economic 
information and analysis than to any other single factor. In modern 


35. For the Board’s computation of the effect of the increased reserve requirements, 
see the Annual Report of the Board of Governors of the Federal Reserve System, 
1937, pp. 4-5. 

36. Neither Mr. Eccles, then chairman of the Board of Governors of the Federal 
Reserve System, nor Mr. Goldenweiser, at that time head of the Board’s Division of 
Research and Statistics, appear even now to understand what happened in 1937. 
Marriner S. Eccles, Beckoning Frontiers (New York: Alfred A. Knopf, Inc., 1951), 
pp. 287-323; and Goldenweiser, op. cit., pp. 177-82. 
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times suitable measurements of important economic variables and 
a good understanding of economic theory are as necessary for the 
formation and execution of monetary policy designed to foster eco- 
nomic equilibrium as is military intelligence for the success of 
armed forces. Would a revamping of the structure of the army be 
recommended as a remedy for faulty and inadequate use of military 
inielligence? 


CONCLUSION 


To summarize, the real difficulties with the present monetary 
system are not problems of the type of assets held in the monetary 
system, nor problems of “inherent” instability of the system. This 
is not to say, of course, that there are no problems of structure in 
our present monetary system. Several such problems could be men- 
tioned, but they are not, and since 1917 have not been, of much 
causal importance with respect to the failure to have the kind of 
monetary policy needed for economic stability, full employment, 
and avoidance of inflation. The outstanding reasons for faulty 
monetary policy in recent decades have been: (1) the absence in 
the Federal Reserve Act of a suitably defined objective for the 
guidance of Federal Reserve officials and the operations of the 
Federal Reserve Banks; and (2) an inadequate economic informa- 
tion and analysis service at the places where decisions on monetary 
policy are made. 











LIQUID ASSETS: A NEGLECTED FACTOR IN THE 
FORMULATION OF HOUSING FINANCE 
POLICIES* 


DANIEL B. RATHBUN 
Fresno State College 


THIS PAPER INQUIRES into the need for liberal down-payment re- 
quirements in the current setting of high saving, large holdings of 
liquid assets, and improved income distribution. Liquid-asset hold- 
ings and down payments made by a sample of home buyers are ex- 
amined for the purpose of determining the extent to which postwar 
home buyers were dependent upon low down-payment requirements. 
Since the assumption that very liberal terms are necessary promises 
to become a point of departure in future housing policy, detailed 
examination of this assumption is appropriate. Upon no other key 
hypothesis in the housing finance field has less factual light been 
shed. 

Relatively unambiguous evidence on the ability of home buyers 
to meet down-payment requirements is found in the records of the 
liquid-asset holdings of 3,805 individuals who bought homes in the 
San Francisco Bay Area during the period 1947-49. Unlike Federal 
Reserve Board and Securities and Exchange Commission data on 
liquid assets, this sample makes possible the examination of the in- 
come, down payments, and liquid assets of individual home buyers. 
The sample includes FHA-insured, VA-guaranteed, and FHA-VA 
combination? loans. These data were supplied by a leading bank. 
Loans were drawn from the files of the thirty branches doing the 
bulk of this bank’s real estate lending in the Bay Area. Sampling 
within each branch was on a proportional basis.* 

1. The writer wishes to acknowledge the assistance of the Real Estate Research Pro- 


gram of the Bureau of Business and Economic Research, University of California, Ber- 
keley. 


2. On combination loans the FHA insured the primary mortgage and the VA guaran- 
teed the second mortgage. 

3. “Liquid assets” include lender-confirmed bank deposits, stocks, and bonds. Stocks 
and bonds are valued at current market prices. Sample loans were divided as follows: 
36 per cent were made in 1947; 36 per cent in 1948; and 28 per cent in 1949. Loans 
made in 1947 were almost exclusively VA-guaranteed Section 501 loans. Loans made 
in 1948 were divided as follows: 35 per cent were FHA-insured loans; 26 per cent were 
VA-guaranteed loans; 39 per cent were FHA-VA combination loans. Loans made in 
1949 were distributed as follows: 56 per cent were FHA loans; 3 per cent were VA 
Section 501 loans; and 41 per cent were FHA-VA combination loans. 
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The sample permits us to see the following: 

1. The relationship between actual down payments and the maxi- 
mum payments which liquid asset holdings would have permitted 
home buyers to make 

2. The relationship between actual down payments and the maxi- 
mum-possible down payments for different income groups 

3. The relationship between actual down payments and FHA- 
and VA-authorized minimum down payment 

4. Home price-income and monthly payment-income ratios for 
FHA, VA, and combination-loan borrowers 

Data on these relationships provide valuable insight into, first, the 
need during the period studied for the lowering or removal of down- 
payment requirements, and, second, the problems involved in check- 
ing or expanding the volume of residential construction. For ex- 
ample, if home buyers were able to make substantially larger down 
payments, this would suggest that a primary effect of liberal down- 
payment requirements was to enable home buyers to bid for more 
expensive homes, buy other goods, and/or hold liquid assets. In so 
far as the liquid-asset position of home buyers today is similar to 
that described by our sample, findings presented below possess cur- 
rent relevance.‘ 


SAMPLE DaTA 


Table 1 on the following page reveals the general tendency of 
sample home buyers to make down payments which exceed legal 
minimums. In the case of VA Section 501 and FHA-VA combination 
loans, it was, of course, possible for the lender to make 100 per cent 
loans. Thus, legal minimums were exceeded on all loans on which a 
down payment was made. FHA down-payment requirements varied 
from as little as 5 per cent of purchase price to as much as 20 per 
cent. Over 83 per cent of borrowers using FHA loans alone made 
down payments of 20 per cent or more. 


4. It must be stressed that results presented below tend to understate the financial 
capacity of home buyers. Understatement is explained by the following considerations: 

1. Liquid assets include only lender-confirmed bank deposits, stocks, and bonds. 

2. Our sample contains no data on the home buyers using conventional loans. A 
large, but unknown, percentage of these borrowers are in the upper income groups, 
and so would probably have above-average holdings of liquid assets. 

3. Lenders and government agencies are primarily interested in the income and 
credit standing of borrowers, and in the house securing the loan. As a result, in many 
cases, no attempt is made to obtain a complete list of the borrower’s liquid assets. 

Incomes in the area from which our sample was drawn are above the all-United 
States level. In 1948 the average per capita income of civilian residents of the Bay Area 
was approximately $436 more than the United States average. In the last ten years 
California has never been lower than eighth in per capita income. C. Green, “Popu- 
lation and Income in the Bay Area,” Bay Area Real Estate Report (July, 1950), p. 8. 
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Data on the liquid asset holdings of sample members are pre- 
sented in Table 2. Fifty per cent of individuals using FHA loans had 
liquid assets of $5,000 or more, while 6.5 per cent of VA-loan bor- 
rowers and 7.7 per cent of combination-loan borrowers had holdings 
this large.® 


TABLE 1 


Down PAYMENT-PURCHASE PRICE RELATIONSHIPS FOR INDIVIDUALS 
Buyinc Homes witH FHA, VA, anp ComBrnaTION Loans, 
San Francisco Bay AREA, 1947-49* 


Tyre or Loan 


PERCENT OF FHA VA CoMBINATION 
Price Paw No.of Percentage No.of Percentage No.of Percentage 

Down Loans of Tota Loans of Total Loans of To 

0 baieiieiiatiiaaaceiicies 27 2.5 613 35.5 71 7.2 

1-4.9 ae ae 28 2.6 589 34.1 208 21.0 

5-9.9 : piste 21 1.9 225 13.0 277 27.9 

10-14.9 ore ta 36 3.3 113 6.5 245 24.7 

15-19.9 tnhanciai 66 6.1 66 3.8 105 10.8 

20-24.9 ; 165 15.3 35 2.0 50 5.0 

25-29.9 a 241 22.4 42 2.4 23 23 

30-34.9 Es 184 17.1 16 0.9 8 0.8 
35-39.9 ‘ jeu 138 12.8 13 0.8 2 t 
40-44.9 Wiceiacdnaas 85 7.9 9 0.5 1 t 
45-49.9 ; saieoe 39 3.6 5 t ree ate 
50 and over ea 47 44 3 t 2 t 
Total sain . 1077 100 1729 100 992 100 


* The number of loans in this and subsequent tables will differ from the total number of loans in the 
sample because of the incompleteness of some loan records. 


+ Less than 0.5 per cent. 


TABLE 2 


Ligumw Assets OF INDIVIDUALS PURCHASING Homes witH FHA, VA, 
AND COMBINATION LOoANs, SAN Francisco Bay AREA, 1947-49 
Type or Loan 


AMOUNT FHA VA CoMBINATION 
OF No. of Percentage No. of Percentage No. of Percentage 
Liquip AssETs Loans of Total Loans of Total Loans of Total 

: 1 ° 110 6.4 5 0.5 

1-499 19 1.8 543 31.5 77 78 

500-999 ‘ 16 1.5 324 18.8 182 18.3 

1,000—1,999 70 6.5 338 19.6 383 33.7 

2,000~—2 ,999 , 131 12.2 141 8.2 154 15.5 

3,000—3 ,999 143 13.3 70 4.1 62 6.3 

4,000—4,999 155 14.4 67 3.9 43 4.3 

5 000-7 ,499 259 23.9 54 3.1 49 4.9 

7,500~-9,999 113 10.4 36 2.1 15 1.5 

10,000—12 ,499 66 6.1 19 0.5 13 13 
12,500—14,999 41 3.8 5 - 4 * 
15,000 and over 66 6.1 15 0.8 4 * 
Total 1080 100 1722 100 992 100 


* Less than 0.5 per cent 


5. Survey of Consumer Finance data gathered by the Board of Governors of the 
Federal Reserve System indicates that 9 per cent of spending units held liquid assets of 
$5,000 or more in 1948. Federal Reserve Bulletin (December, 1950), p. 1592. This differ- 
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Tables 3, 4, and 5 on the following pages illustrate the extent to 
which actual down payments were tailored to meet the financial ca- 
pacity of home buyers. Individual holdings of liquid assets are cross- 
classified with down payments in these tables. In general, it is evi- 
dent that liquid assets tended to exceed down payments.® 


TABLE 3 


LIQUID ASSETS OF HOME BUYERS BY AMOUNT OF DOWN PAYMENT 
FHA-INSURED LOANS, SAN FRANCISCO BAY AREA, 1947-49* 














$ Liquid 
Assets 
10,000 6 12 29 22 36 20 21 10 13 10 
& over / Ps 
9,000- 3 2 4 4 8 ge @ 4 3 
9,999 Re ef 
8,000- 1 4 9 9 14 9 11 6 2 
8,999 Qa it 
7,000- 1 1 2 5 9 18 pis 8 7 
7,999 we sr 
6,000- 2 1 3 10 28 726 21 8 
6,999 7 
4 
5 ,000- 2 5 21 2 32 18%, 
5,999 / Pd Median 
4 
4,000- 2 2 7 53 60 30 
4,999 Fg 
3,000- 1 2 23 4 69 41 
3,999 / 
/ 
2,000- 3 1 31 38 Down Payment equals 
2,999 4 Liquid Assets 
4 

1,000- 6--13 40 
1,999 

500- 3 8 

999 Pid 

1- 8 
499 | ~ 
0 
0 1— 500- 1,000- 2,000- 3,000- 4,000- 5,000- 6,000- 7,000- 8,000- 9,000- 10,000 


5, 
499 999 1,999 2,999 3,999 4,999 5,999 6,999 7,999 8,999 9,999 & over 


Down Payment 


* Excludes twenty-seven loans on which no down payment was reported. 





ence is in part due to a difference in the definition of liquid assets (corporate stocks and 
bonds are excluded in the Federal Reserve study), in part to the fact that our sample 
is a sample of Bay Area home buyers, whereas the Federal Reserve sample is made up 
of “spending units” scattered throughout the nation, and in part to the fact that 
“faulty memory or unwillingness to furnish information about holdings resulted in a 
substantial amount of under-reporting (in the Federal Reserve study)” (ibid., p. 1593). 


6. It should be noted that these tables do not permit the drawing of conclusions con- 
cerning the percentage of cases in which FHA- and VA-authorized minimum terms 
were needed. The tables are based on actual down payments, and actual down payments 
exceeded the legal minimums. 
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As may be seen in Table 3, the liquid assets of 13 per cent of bor- 
rowers using FHA loans did not exceed the actual down payment, 
(Cases falling on the diagonal line in this table had liquid assets 
equal to, or, more accurately, in the same class with, the down pay- 
ment.) Since actual down payments tend to exceed legal minimums, 
the liquid assets of a smaller percentage of FHA borrowers failed to 


TABLE 4 


LIQUID ASSETS OF HOME BUYERS BY AMOUNT OF DOWN PAYMENT 
VA-GUARANTEED LOANS, SAN FRANCISCO BAY AREA, 1947-49 


$ Liquid 
Assets 


10,000) 2 9 2 7 1 6 1 1 3 4 2 2 
& over ’ | 
, | 


9,000-| 3 1 + 1 1 
9,999 / 


8 ,000- 1 1 4 1 : Cae 


; 1 1 
¢ 
8,999 . aie 


7 ,000- 3 2 2 4 1 5 2 | 


7,999 / Pai | 
6,00-} 3 43 1 5 1 (2 1 


| 

6.999 ™~ 
| 

; | 

Median 


5 ,000- 
5,999 

Down Payment equals 
Liquid Assets 





4,000- 
4,999 
3,000- 
3,999 
2,000- 
2,999 
1,000- 
1,999 
500- 
999 
1- 
499 


O {122 = 
0 1- 500- 1,000- 2,000- 3,000- 4,000- 5,000- 6,000 000- 8,000—- 9,000 10,000 
499 999 1,999 2,999 3,999 4,999 5,999 6,999 999 8.999 9.999 & over 














~~ 


Down Payment 


exceed the FHA-authorized minimum down payment. The dotted 
line in Table 3 summarizes the liquid-asset position of these home 
buyers by showing the holdings of the median home buyer in each 
down-payment group. Only a small percentage of those making the 
larger down payments had liquid assets which did not exceed the 
down payment. In the highest down-payment classes ($5,000—5,999 
to $9,000-9,999) liquid assets of $10,000 or over constituted the 
modal class. 
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Table 4 reveals that 76 per cent of the veterans using VA Section 
501 loans had liquid assets which exceeded the actual down pay- 
ment. As shown by the dotted line in this table, the liquid assets of 
the median home buyer in each down-payment group exceeded the 
down payment by a smaller margin than in the case of FHA bor- 
rowers. The liquid-asset position of combination-loan borrowers, 


TABLE 5 


LIQUID ASSETS OF HOME BUYERS BY AMOUNT OF DOWN PAYMENT 
COMBINATION LOANS, SAN FRANCISCO BAY AREA, 1947-49 
















$ Liquid 
Assets 
10,000 re. y 3 2 2 1 i 1 21 
& over / a 
9,000- 2 3 1 / 1 Pa 
9,999 / 
8 ,000- 1 1 
8,999 
7,000-| 1 3 3 4 / 
7,999 / 
6,000- : 3 3 3 3 
6,999 Median 
5,000- 1 4 7 
5,999 
4,000- 4 9 13 17 
4,999 
3,000- | 1 $ 7 26 21 
3,999 
4 
2,000-} 3 13 31 “ 8 Down Payment equals 
2,999 Liquid Assets 
1,000- | 14 52 
1,999 
/ 
500- | 24— 71 
999 
1- |23 50 
499 Pd | 
iy 
0 1- 500- 1,000- 2,000- 3.000- 4,000- 5.000- 6,000- 7,000- 8,000- 9.000- 10,000 
499 999 1,999 2,999 3,999 4,999 5,999 6,999 7,999 8,999 9 999 & over 


Down Payment 


shown in Table 5, was somewhat better than that of borrowers using 
VA Section 501 loans but poorer than that of borrowers using FHA 
loans. The liquid assets of 81 per cent of combination-loan borrow- 
ers exceeded actual down payments. 

Table 6 shows the amount of liquid assets remaining in home 
buyers’ hands after making the down payment. These data are help- 
ful in determining how many home buyers retained larger balances 
than were necessary to cover the incidental costs associated with 
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home purchase. Somewhat more than three-fourths of borrowers 
using FHA loans held liquid assets of $500 or more after making 
the down payment; slightly less than one-half of veterans using 
Section 501 or combination loans had holdings this large after mak- 
ing the down payment. 


TABLE 6 


Liguip Assets HeLtp By Home BUYERS AFTER MAkING Down PayMent, FHA, VA, 
AND COMBINATION Loans, SAN Francisco Bay AREA, 1947-49 


Type or Loan 
VA 


AMOUNT FHA CoMBINATION 
OF No. of Percentage No.of Percentage No.of Percentage 
Liquip ASSETS Loans of Total Loans of Total Loans of Total 
$0 42 3.9 243 14.2 48 4.8 
1-249 99 9.2 416 24.3 169 16.9 
250-499 101 9.4 234 13.7 187 18.7 
500-749 75 7.0 196 11.4 168 16.8 
750-999 68 6.3 123 7.2 87 8.7 
1,000—1,999 224 20.9 250 14.6 197 19.7 
2 ,000—2 ,999 141 13.1 98 5.7 63 6.3 
3,000—3 ,999 70 6.5 47 2.7 20 2.0 
4,000-4,999 48 4.5 33 1.9 15 1.5 
5 ,000—7 ,499 95 8.9 33 1.9 27 2.7 
7,500-9,999 38 35 15 0.9 6 0.6 
10,000 and over 72 6.7 25 1.5 12 1.2 
Total 1073 100 1713 100 999 100 
TABLE 7 
INCOMES OF INDIVIDUALS PURCHASING Homes witH FHA, VA, AND 
COMBINATION LOANS, SAN FrANciIsco Bay AREA, 1947-49 
Type or Loan 
AMOUNT FHA VA CoMBINATION 
or No. of Percentage No. of Percentage No. of Percentage 
INCOME Loans of Total Loans of Total Loans of Total 
$0-999 2 * 1 * ; 
1,000—1,999 1 * 11 0.6 1 * 
2,000—2 ,999 53 5.1 456 26.8 43 44 
3,000—3 ,999 252 24.1 738 43.4 341 34.8 
4,000-4,999 254 24.2 268 15.8 273 27.9 
5 000-5 ,999 172 16.1 112 6.5 132 13.5 
6,000-6,999 143 13.6 61 3.5 93 9.5 
7,000—7 ,999 73 7.0 22 1.3 48 49 
8,000-8,999 5 48 8 0.5 23 2.3 
9,000—9 ,999 11 1.1 6 ? 10 1.0 
10,000 and over 36 3.4 16 0.9 15 1.5 
Total 1047 100 1699 100 979 100 


* Less than 0.5 per cent. 


Table 7 shows the participation of different income groups in these 
loan-insurance programs. Approximately 5 per cent of borrowers 
using FHA loans had incomes of less than $3,000; 29.5 per cent had 
incomes of less than $4,000. FHA income requirements apparently 
weeded out the very low-income combination loan applicants, since 
only 4.4 per cent of combination-loan borrowers had incomes of less 
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than $3,000. Seventy-one per cent of the borrowers using VA Section 
501 loans had incomes of less than $4,000. Borrowers with incomes 
of more than $5,000 per year constituted 46 per cent of FHA bor- 
rowers, 33 per cent of combination-loan borrowers, and 13 per cent 
of VA-loan borrowers. The tendency of the FHA program to serve 
the middle-income groups is apparent. Four per cent of home buyers 
in this sample had incomes of less than $3,000, while 49 per cent 
had incomes of $5,000 or more. 

Home price-income and mortgage payment-income ratios show 
that FHA and VA permitted fairly large loans in relation to incomes 
and ability to meet mortgage payments. The monthly payments of 
over 65 per cent of FHA borrowers (85 per cent of combination-loan 
borrowers) in the $2,000—-3,499-income class exceeded one-fifth of 
the borrower’s income;‘ the monthly payment of 45 per cent of all 
FHA Section 203 Borrowers (69 per cent of combination-loan bor- 
rowers) in the $2,000-4,999-income class amounted to more than 
one-fifth of income. Monthly payments of 94 per cent of VA bor- 
rowers in the $2,000—2,499-income class exceeded one-fifth of in- 
come; monthly payments of 62 per cent of all VA borrowers in the 
$2,000—-4 ,999-income class were in excess of one-fifth of income. The 
monthly payments of 21 per cent of VA borrowers in the $2,000— 
4,999-income class exceeded one-fourth of income. 

It appears that FHA imposed approximately the same income- 
home price requirements as VA. Seventy-three per cent of FHA bor- 
rowers in the $2 ,000—2 ,999-income class purchased homes which cost 
more than 3 times the annual income of the borrower; 39 per cent 
of all FHA borrowers in the $2,000-4,999-income class purchased 
homes the price of which exceeded three times the borrower’s income. 
The corresponding percentage for combination-loan borrowers are 70 
and 18, and for VA borrowers, 72 and 35.* While no unique meaning 
attaches to the home price-income ratio of three, this ratio is con- 
siderably larger (3 as opposed to 2.04) than the ratio of property 
valuation to annual income reported by FHA for the entire United 
States.® 

7. “Monthly payment” includes payment for taxes, hazard insurance, FHA insurance 
premium, interest, and payment on principal. The FHA reports that the average ratio 
of mortgage payment to income in the United States was less than 20 per cent in the 
period 1947-49 (Housing and Home Finance Agency, Fourth Annual Report, 1950, p. 
255). “Monthly payment” as defined by FHA includes all the items we have listed plus 
special assessments. 


8. Fourteen per cent of borrowers using VA loans bought homes falling in the $11,000- 
and-over class, while 30 per cent of the homes bought by combination-loan borrowers 
and 53 per cent of the homes bought by straight FHA borrowers fell in the $11,000- 
and-over class. 


9. Housing and Home Finance Agency, op. cit., p. 254. 
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Tabulation of the ratio between liquid assets before down pay- 
ments and down payments for the different income classes discloses __| 
that for all three of our classes of borrowers (FHA, VA, and com- | 
bination) average (median) down payments equaled approximately 
the same proportion of liquid assets. (The dollar amount of assets 


TABLE 8 


FIRST QUARTILE, MEDIAN, AND THIRD QUARTILE OF LIQUID ASSET-DOWN 
PAYMENT RATIOS IN DIFFERENT INCOME CLASSES, FHA, VA, AND CoM. 
BINATION-LOAN BORROWERS, SAN FRANCISCO BAY AREA, 1947-49 
Ratio 
Liquid Assets 
Down Payment 
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remaining after down payment was, of course, much greater in the 
case of high-income classes.) The median case in all income classes 
held liquid assets of between 1.6 and 1.8 times the down payment. 
In other words, individual liquid assets in all income classes averaged 
approximately 1.7 times the down payment. Table 8 illustrates the 
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manner in which the liquid asset-down payment ratios of FHA, VA, 
and combination-loan borrowers varied with income. The observed 
tendency for median and third quartile VA and combination-loan 
borrowers to hold relatively large amounts of liquid assets relative 
to down payments reflects the very moderate size of down payments 
on these loans. 


CONCLUSIONS 


Our sample has revealed the following points about the mortgage 
loan experience of home buyers in the San Francisco Bay Area: 

1. Actual down payments, which exceeded FHA- and VA-author- 
ized minimum down payments, were equal to the liquid assets of 13 
per cent of FHA borrowers, 19 per cent of combination-loan borrow- 
ers, and 24 per cent of borrowers using VA-guaranteed Section 501 
loans. Median holdings of liquid assets in each down-payment group 
were substantially in excess of down payments. Approximately three- 
fourths of all FHA borrowers and one-half of VA and combination- 
loan borrowers held liquid assets of $500 or more after making the 
down payment. 

2. The VA program tended to serve the needs of low- and middle- 
income groups, while the FHA progrzm emphasized the insurance 
of loans to middle-income groups. 

3. Monthly payments of more than half of VA borrowers and 
approximately 40 per cent of FHA borrowers exceeded one-fifth of 
the borrower’s annual income. Over 35 per cent of FHA and VA 
borrowers in the $2,000-4,999 income group purchased homes cost- 
ing more than three times annual income. 

4. All income classes tended to use the same proportion of liquid 
assets in meeting down-payment requirements. 

The fact that actual down payments tended to exceed FHA- and 
VA-authorized minimum requirements (Table 1) deserves emphasis. 
It suggests that neither mortgage lenders nor home purchasers have 
accepted without reservation the new concept of extreme liberality 
in down-payment requirements. Second, it makes clear that the de- 
mand-increasing effects of a given reduction in down-payment re- 
quirements would have been less than a theory based on a no-excess- 
assets assumption would indicate. It is evident that some individuals 
in the market for homes who hold sufficient liquid assets to meet 
down payments prior to a given reduction in down-payment require- 
ments are voluntarily abstaining from purchase. A priori statements 
about the reaction to lowered down payments are, of course, im- 
possible. With some individuals voluntarily abstaining from home 
purchase, the stimulation of aggregate expenditure on housing will 
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require the relaxation of income and credit-standing tests in addition 
to the lowering of down-payment requirements. Similarly, if the 
majority of home buyers make down payments which are larger than 
those required by FHA and VA, it follows that the demand-reducing 
effect of a given increase in down-payment requirements is less than 
calculation based on a no-excess-assets assumption would indicate. 
Failure to take this latter consideration into account at the time 
Regulation X was imposed was basic in the common overstatement 
of the probable effectiveness of that measure. These considerations 
make it apparent that predictions concerning the stimulating or re- 
tarding effect of given changes in mortgage credit terms are pure 
speculation in the absence of information on the volume and dis- 
tribution of liquid assets. The “prediction” of effects would, of 
course, also require knowledge of lenders’ attitudes and the inten- 
tions of holders of liquid assets. 

In addition to throwing light on problems involved in the control 
of mortgage credit, data on liquid assets enables us to test the need 
for different degrees of liberality in mortgage credit terms. If the 
implicit assumption of advocates of very liberal terms is invalid, 
namely, that holdings of liquid assets of middle and lower income 
groups are negligible, this fact should be recognized so that appro- 
priate amendments may be made in these programs. Recognition of 
the fact that ordinary prudence plus incidental costs attaching to 
home ownership (closing costs, landscaping, etc.) require that the 
home buyer maintain a reserve is essential in appraising the worth 
of these programs. Information in Tables 2—7 enable us to test the 
validity of this assumption. 

It is clear that the loan insurance (guaranty) programs (in com- 
pany with other developments) decreased down payments to a point 
where almost all income and liquid-asset groups were able to enter 
the housing market. Holdings of liquid assets remaining after down 
payment (Table 6) indicate that actual down payments made by 
sample members were quite low in spite of the fact that they ex- 
ceeded legal minimums. If we assume that incidental costs required 
that home buyers retain $500, 77 per cent of straight FHA borrowers 
and almost half of home-buying veterans could have made larger 
down payments. Two conclusions may be drawn: 

1. Government mortgage loan insurance programs tended to give 
the majority of home buyers the option of holding substantial 
amounts of liquid assets while going into debt for the purpose of 
buying a home. 

2. Down payments were lowered to a point where housing author- 
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ities lost “contact” with the mortgage market, since the bulk of home 
buyers were not dependent upon the lowering or removal of down- 
payment requirements. 

Sample results indicate that the combination-loan program was 
less successful than the VA Section 501 program in meeting the 
needs of low-income groups holding small amounts of liquid assets. 
This is in part due to the more exacting FHA income requirements 
which borrowers had to meet. Although part of the difference in the 
liquid-asset position of VA Section 501 and combination-loan bor- 
rowers is probably due to the fact that most of the VA loans in our 
sample were granted in 1947, while the majority of combination 
loans were granted in 1948 and 1949, the liquid-asset and income 
position of the majority of borrowers using combination loans 
(Tables 2, 4, 6, 7) were such as to indicate that 100 per cent loans 
were unnecessary in the majority of cases. 

Middle-income individuals with sufficient liquid assets to make 
larger down payments make up the bulk of FHA borrowers. Eighty- 
four per cent of these borrowers made down payments equal to or in 
excess of 20 per cent of the purchase price. These findings raise a 
question concerning the present-day purpose of the loan-insurance 
features of the FHA program. Certainly, the need for insurance on 
those loans on which 35 per cent or more of the purchase price was 
paid down (over one-fourth of total FHA loans) is questionable. If 
remaining borrowers were to use a larger percentage of their liquid 
assets and thereby further reduce the risk borne by the mortgage 
lender, the need for insurance would be lessened, if not eliminated. 
The VA program may be criticized on a number of grounds, but it is 
admittedly an attempt to give something to a particular group and 
so, in this sense, has a rational foundation. It would appear that to 
the extent FHA borrowers have sufficient assets to satisfy conven- 
tional loan requirements, loan insurance may promote pointless 
liberality in mortgage credit terms’® The refusal of lenders to grant 
loans on a no-down-payment basis plus the desire of home buyers to 
purchase an initial equity in their home (Table 1) has tended to 
prevent pointless liberality in the San Francisco Bay Area. Reliance 
upon these two factors in formulating national housing policy would 
be dangerous. 

In general, and with respect to all types of borrowers, the liberal 

10. Ernest M. Fisher has said that we may deduce from the fact that the legislation 
controlling the operations of the FHA mutual mortgage insurance system fixed mini- 
mum equity margins, that it was not the intent of the law that minimum terms be 


always available (“The Future of Mortgage Insurance,” American Savings and Loan 
News [April, 1944], p. 163). 
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terms available in the period 1947-49 must be defended on grounds 
other than the inability of borrowers to make larger down payments, 
Given the growth since the depression in the volume of liquid assets 
held by individuals and institutional investors, the government’s 
policy of absorbing progressively larger amounts of the risk involved 
in mortgage lending appears paradoxical. Clearly, the nation-wide 
application of liberal terms, which may be necessary in certain areas, 
is hazardous. 

The weakening of control over aggregate expenditure on housing 
construction and the transfer of existing homes should be recognized 
as a feature of liberal mortgage credit policies.’ Given the practical 
limits to further extension of the term of loans, the danger of over- 
burdening home buyers with too large monthly payments is a cor- 
relate of liberal down-payment requirements. Yet, balancing loan 
amount with debt-paying ability is essential to the individual home 
purchaser as well as to the maintenance of sound conditions in the 
housing market. 

We conclude that the liquid-asset position of home buyers, con- 
siderations of control, and the necessity to maintain prudent home 
price-income and monthly payment-income ratios all suggest that 
higher down payments for all income groups would have been desir- 
able during the postwar period of unprecedented demand for hous- 
ing. The nature of the by-products of unduly liberal terms make cau- 
tion in the extension of such terms in the future essential. 

11. The control of fluctuations in aggregate expenditure is (to a lesser degree) made 
more imperfect by liquid assets left in home buyers’ hands. Such balances make more 
real the possibility of inflationary outbursts of spending. The vigor of the wave of 


“scare buying” which occurred after the outbreak of the Korean war was in some 
measure due to liberal mortgage credit terms. 
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THE EFFECTIVENESS OF CANADIAN FISCAL POLICY 


Epwarp Marcus 
Brooklyn College 


IN ATTEMPTING to assess the role of economic policy, the specific 
measures selected must be tailored to the country’s economic organi- 
zation, and, in particular, to its monetary and fiscal institutions. This 
observation is more pertinent the less the country resembles a “closed 
economy.” Foreign influences, both via visible trade and the less 
obvious money market ties, tend to condition, and perhaps even to 
nullify, efforts directed at an independent program, especially a self- 
recovery effort during a world-wide depression. 

The Canadian economy furnishes an excellent illustration of the 
problems facing “open economies.” Greatly dependent on English 
and American markets, both for imports and exports, influenced by 
the strong pull of the New York money market, yet faced with the 
possible onslaught of a severe depression, such as happened in 1929- 
33, her policy-makers are forced to consider as alternatives the aim 
of full employment or relatively free international trade.* Hence, by 
examining the events of the thirties, some guideposts for current 
policy can be deduced. 


A. SomE THEORETICAL CONSIDERATIONS 


With the Canadian institutional background in mind, we shall con- 
sider first the application of the instruments of fiscal policy. 

Extremely important is the relatively “open” nature of the Cana- 
dian economy. With so much of its trade coming from or destined for 
abroad, it cannot afford to let either incomes or domestic costs get 
out of line with those of its customers and competitors. This becomes 
more evident if we recall the position of the main Canadian exports 
—wheat and wheat flour, newsprint and wood pulp, and the non- 
ferrous metals. 

Normally, a third of the United Kingdom’s wheat imports and 
half her wheat flour imports come from Canada. Hence, should do- 
mestic conditions push up the price of Canadian wheat relative to 
Australian and Argentine wheat, the latter two would crowd out the 


1. Cf. “Canadian White Paper on Employment and Income,” presented by the Hon. 
C. D. Howe, Minister of Reconstruction, April, 1945, reprinted in the Federal Reserve 
Bulletin (June, 1945), especially p. 537. 
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former, as happened in 1929. (During that year there was a close 
inverse correlation between the excess price of Canadian wheat and 
the movement of Canada’s relative share of British wheat imports— 
the greater the price spread, the lower the percentage from Canada.) 
Since these two items usually accounted for over a quarter of visible 
exports, the importance of avoiding price disparities is obvious. 

Similarly for newsprint and wood pulp exports, over 90 per cent of 
which went to the United States. Both the Swedish and American 
supplies were constant threats, and, in fact, were partly responsible 
for the disastrous price war in the newsprint industry in 1928. These 
two items were almost as important in value as wheat and wheat 
flour. With the rapid pace of change resulting from modern research 
and new developments, any marked increase in the costs of Cana- 
dian pulp and newsprint might bring in new competition. Thus, to 
cite one possibility, the development of cheap power from atomic 
energy would end the necessity of newsprint mills locating near 
cheap power sources—and thus eliminate one of the main advantages 
Canada now has as a newsprint producer.” 

Since much of the boom in non-ferrous metals exports in the thir- 
ties was the result of Canada’s superior cost position, here, too, do- 
mestic inflation must be avoided. Hence, with over half the visible 
exports subject to severe price competition, any price-raising effects 
must be minimized. 

Even though a successful fiscal policy should avoid increasing 
domestic costs and prices, accomplishment of its main objective— 
higher domestic incomes—might be equally harmful to the external 
position of the Canadian economy.* De Vegh has estimated that for 
every dollar change in Canadian national income, total imports 
change (in the same direction) thirty-six cents, and imports from 
the United States twenty-seven cents.* Hence, a fiscal policy aimed 

2. Cf. S. H. Schurr, “Atomic Power in Selected Industries,” Harvard Business Review 


(July, 1949), pp. 460-61. This shift would also affect the Canadian aluminum industry, 
also greatly dependent on cheap power. For increased competition from Swedish news- 
print supplies, cf. I. Svennilson and E. Waldenstrém, Till fragen om det industriella 
framatskridandet i Sverige (Stockholm: Industriens Utredningsinstitut, 1942), pp. 55 ff, 
for a discussion of research and market developments. Cf. also Industriens sysselsdttning 
under aren ndrmest efter kriget (Stockholm: Industriens Utredningsinstitut, 1944), 
chap. vi. 

3. Although the (probable) increase in the public debt might increase the impor- 
tance of its management, and thus tend to lessen the pull of foreign money markets 
(cf. R. I. Robinson, “Central Banks and the State: Comment,” American Economic 
Review [March, 1949], p. 495). 


4. I. de Vegh, “Imports and Income in the United States and Canada,” Review of 
Economic Statistics (August, 1941), pp. 136, 140. Since he was dealing with annual 
figures, he assumed that the changes in incomes and visible trade occurred in the same 
year, without any appreciable lag between the two (p. 132). 
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at raising national income, say, 20 per cent—approximately $1 bil- 
lion (in the thirties)—-would tend to increase (in the same year) 
imports and decrease the visible trade balance by $360 million, even 
if exports were not affected adversely by higher costs or the diver- 
sion of sales to the domestic market. 

If we use net capital exports” as the “margin of play” in the Cana- 
dian balance of international payments, then, for the later thirties, 
her surplus was (in millions of dollars) :° 


NET CAPITAL EXPORTS FROM CANADA 
(in millions of dollars) 


re 91 167 53. 
1933... ‘oe 1958... «5.0 106* 
1936........244 1999. ...:...194 


* Cf. footnote 5. 


In other words, even a 10 per cent rise in domestic incomes, if gen- 
erated by internal expansionary policies, would result in either net 
capital imports, if available, or a serious drain of reserves, or further 
depreciation of the currency. 

Hence, it would seem that the scope for expansion via domesti- 
cally generated forces is greatly circumscribed. The high import- 
propensity would speedily end the income increase. 

The obvious alternative was—and is—to increase exports suffi- 
ciently to offset the expanding imports. But there too (particularly 
in the thirties, and in the immediate postwar world), the obstacles 
to international trade, especially those imposed by her two best 


5. Excluding monetary gold exports and changes in the Canadian banks’ external 
assets, except for 1938-39, for which separate data are not available. Source: Do- 
minion Bureau of Statistics, The Canadian Balance of International Payments 1926 to 
1948 (Ottawa, 1949), Tables XII, XVII. It should be noted, too, that the Bank of 
Canada’s holdings of gold and foreign exchange reserves during the thirties averaged 
only $200 million, so that any sizable requirement to meet an adverse balance would 
soon exhaust this source. Relative to national income, Canadian monetary reserves were 
among the lowest of the West European—North American economic area (cf. P. Jacobs- 
son, “Nationale und internationale Preispolitik im Lichte der Erfahrung,” Schweize- 
rische Zeitschrift fiir Volkswirtschaft und Statistik [August, 1945], p. 379). 


6. It will be recalled that Canada had a favorable current account in the depression 
and subsequent mild recovery of the early and middle thirties. The most conspicuous 
“open” economy with an active fiscal policy during the thirties was Sweden. However, 
her independence resulted from her ample foreign exchange reserves (cf. G. Myrdal’s 
testimony before the Canadian Royal Commission on Dominion-Provincial Relations, 
Report of Proceedings, May 25, 1938, especially p. 9130) plus favorable overseas’ mar- 
kets in Britain and Germany (cf. W. A. Salant, “Foreign Trade Policy in the Business 
Cycle,” Public Policy, vol. 11, [Cambridge: Harvard Graduate School of Public Ad- 
ministration, 1941], pp. 221-22), developments strikingly similar to those for Canada 
during this period. Cf. the summary of Swedish experience in A. Montgomery, How 
Sweden Overcame the Depression (Stockholm: A. Bonniers, 1938). 
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customers (the Smoot-Hawley Tariff in the United States and the 
protectionist policy—somewhat mitigated by Empire Preference—of 
the United Kingdom) meant that recovery along that path had to 
wait on internal economic improvement abroad. 

Munzer has shown (for 1923-38) that above a base (Canadian) 
national income of $2.3 billion, a one dollar rise in exports in year x 
would raise national income in year x + 1 by one and two-thirds 
dollars.’ Related to its most important customer, a dollar change in 
American incomes raises Canadian visible exports to the United 
States three-quarters of a cent, and thus Canadian incomes about 
one and one-quarter cents.* Hence, according to the theory of the 
foreign-trade multiplier, we would expect a domestically induced 
rise in Canadian national income to push up her imports, but this, in 
turn, would raise the incomes of her customers, raising their imports, 
some of which would come from Canada, offsetting somewhat the 
initial adverse effect on the Canadian balance of international pay- 
ments. This favorable repercussion, however, would be small, since 
the Canadian marginal propensity to import is relatively higher than 
that of her best market,® while the multiplying effects of Canada’s 
increased imports on her customers’ incomes were very low, particu- 
larly for the United States.’° 

The various factors tending to affect the value of the Canadian 
dollar also worked to hamper effective control. Mention has been 
made of the importance of the American and British markets. As a 
result of this split—wood pulp and newsprint from Quebec going to 
the United States, wheat and wheat flour from the Prairie Provinces 
going to Great Britain—the question arose, after the British pound 
was forced off the gold standard in September, 1931, whether the 
Canadian dollar should depreciate with the pound or remain at par 
with the American dollar. 

The issue was further complicated by the optional payment bonds 
—payable at the holder’s option in American, British, or Canadian 
funds''—much of which was held abroad. Any depreciation of the 
Canadian dollar relative to either of the other two currencies added 

7. “Exports and National Income in Canada,” Canadian Journal of Economics and 
Political Science (February, 1945), p. 38. 

8. De Vegh, op. cit., p. 138. 


9. D. B. Marsh, “Fiscal Policy and Tariffs in Post-War International Trade,” Ca- 
nadian Journal of Economics and Political Science (November, 1943), pp. 521-22. 


10. Cf. U.S. Department of Commerce Economic Series No. 23, The United States 
in the World Economy (Washington, D.C., 1943), chap. 2. 

11. Cf. W. T. G. Hackett, “Canada’s Optional Payment Bonds,” Canadian Journal 
of Economics and Political Science (May, 1935). 
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to the Canadian debtor’s burden, the debt-service increasing by the 
amount of the exchange premium. On the other hand, to follow the 
less depreciated of the two, such as the American dollar in the period 
September, 1931—October, 1933, would place Canadian exporters at 
a disadvantage relative to the more depreciated currency countries, 
such as the members of the Sterling bloc. 

The problem was most serious, of course, only during the time 
that there was great disparity between the relative depreciation of 
the pound and U‘S. dollar; after 1933 the difference in percentage 
depreciation from the pre-gold value was rarely more than 3 per 
cent. As a compromise, the Canadian dollar tended to show a de- 
preciation equal to the average depreciation from their old gold 
parities of the pound and U.S. dollar. In terms of the latter, it 
fluctuated between U.S. $0.82 and U.S. $1.03 during the thirties. 

The obstacle presented by these optional payment bonds dimin- 
ishes as the amount held abroad decreases, of course. Since the ex- 
perience of the early thirties, as a result of the added exchange 
premium, Canadian debtors have made special efforts to reduce via 
redemption and repatriation the amount so held, thus lessening the 
problem for postwar policy.’* 

Hence we can conclude that the foreign trade leakages severely 
limit the success of any fiscal policy that does not also stimulate 
exports. Yet, because of the importance of multiple-currency debts, 
particularly in the thirties, the use of exchange depreciation was also 
circumscribed, thus tending to inhibit the use of this means of stim- 
ulating exports.’* 


B. STATISTICAL INVESTIGATIONS 


The next step is to examine the statistical data, to see the relative 
importance of domestic and foreign influences on the recovery of 
the thirties. Since fiscal policy was not generally accepted as an in- 
strument of business cycle control before the Great Depression, the 
period investigated was limited to that decade, and usually to the 


12. Cf. Quarterly Canadian Review, issued by the New York office of the (Canadian) 
Dominion Securities Corporation (January, 1948), p. 5. 

13. Thus, the Governor of the Bank of Canada, speaking before a committee of the 
(Canadian) House of Commons, summarized the problem: “Deficit spending in Canada 
can have little direct influence upon the course of foreign demand for our products. ... 
There are, therefore, greater limitations upon what compensatory deficit spending can 
do to offset fluctuations in the Canadian economy than there would be in the case of a 
more diversified and self-sustaining country.... / At least part of the active spending 
power created by government deficits is likely to increase imports rather than give 
work to unemployed Canadian men or machines” (Memoranda and Tables Respecting 
the Bank of Canada, extracts from evidence given before the Standing Committee on 
Banking and Commerce, Session 1939, House of Commons, p. 49, Governor G. F. 
Towers’ evidence). 
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years after 1932, during which there was a gradual acceptance of 
the philosophy now associated with the name of Lord Keynes."* 

The three factors that were considered to be most significant were 
the government contributions to net spendable income, the interest 
rate, and foreign trade, specifically, exports and the visible trade 
balance. 

The first factor is somewhat broader than that usually included 
within the term deficit-financing. All Canadian governmental units 
were considered as one—national, provincial, and local (but not in- 
cluding the government-owned Canadian National Railway), and 
their combined net deficit was regarded as the income-stimulating 
force, that is, the excess of what the governments returned (spent) 
to the economy over what they withdrew (in the form of revenues). 
This consolidation eliminates any offsetting countermovements 
among the various governmental sectors and corrects for inter-gov- 
ernmental subsidies. 

However, the deficit in itself is not enough to indicate the contri- 
bution to spending. If the deficit is financed by a bond issue to the 
Canadian public, payment for which is made via decreased expendi- 
tures by the lender, the decrease in private spending will tend to 
offset in part or in whole the stimulating effects of public spending. 
What we wish to isolate is the net addition to spending power, which 
we measure by examining the effect on the money supply. The figure 
for the Canadian banks’ holdings of all government obligations less 
the bank deposits of governmental units was used as our guide, 
changes reflecting the net addition to, or subtraction from, the 
banks’ assets, and the accompanying movement in deposits (M’). 
It was felt necessary to deduct government deposits, since a bond 
issue taken up by the banks would, initially, increase both the banks’ 
holdings of such bonds and the issuing unit’s deposits with the 
banks. Not until the latter were spent would there be an addition to 
the public’s spending power. 

The interest rates used were both short term and long term. Gov- 
ernment and corporate bond yields, rates on savings deposits, and 
rates on private and mortgage loans were selected. 

The third factor emphasized was visible trade, both the visible 
balance and the movements of exports (including non-monetary— 
newly mined—gold).” 


14. Cf. D. C. MacGregor, “Tendencies in Canadian Public Finance,” The Annals 
(September, 1947), pp. 111-12, on Canada’s attitude. 


15. In view of the uncertainty of the foreign-trade multiplier base, all three were 
employed in the investigation, exports exclusive of gold, exports inclusive of gold, and 
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1. THE GOVERNMENT CONTRIBUTION 


The net addition to spending injected by governmental operations 
was calculated as follows: 

Since revenues withdraw spending power, whereas expenditures 
add to spending power, the net difference was used as the net con- 
tribution of governmental units to spending. However, there is still 
the deflationary possibility already mentioned of decreases in pri- 
vate spending to purchase government bond issues. This decrease 
could be either via less private consumption or gross investment, 
although, more probably, the latter, as individuals subscribed to 
government instead of corporate issues. Since it is obviously impos- 
sible to estimate this offsetting reaction, given the current data, an 
indirect approach was attempted. 

The assumption was made that the shift in funds—from those 
individuals paying money to the government for taxes or bonds to 
those receiving the funds—did not affect aggregate spending, that 
the spending function’® of each group was the same, spending in- 
cluding capital outlays as well as expenditures for consumers goods. 
A person who decreased his real investment to purchase a bond to 
pay a government employee merely transferred purchasing power, 
the former’s decrease being offset by the latter’s increase. Similarly, 
shifts in the holding of demand deposits were assumed to leave the 
average velocity unchanged. 

Hence, to the extent that the government deficit increased the 
money supply, there would be the expectation that the economy 
would receive a stimulus, and perhaps expand its activity. This ef- 
fect on the money supply was inferred from an index of deposits 
arising from the government deficit. 

This index we computed from the chartered banks’ holdings of 
government securities and loans to governmental units. Using the 
figures for the end of December, 1932, as the base, changes in the 
sum of these two assets represented the current deposit-increasing 
effect of governmental operations. 





the visible balance. For a fuller discussion of their relative merits, cf. J. J. Polak and 
G. Haberler, in their exchange of views published in the December, 1947, American 
Economic Review. Cf. also T. C. Chang, “A Note on Exports and National Income in 
Canada,” Canadian Journal of Economics and Political Science (May, 1947), p. 276, 
for the inclusion of non-monetary gold. Cf. also C. Clark, The Conditions of Economic 
Progress (London, 1940), p. 474; and R. F. Harrod, Towards a Dynamic Economics 
(London: Macmillan and Co., 1948), pp. 102-3, 107-8. 


16. “Spending function,” rather than “consumption function” has been used, since 
the purchase of capital goods would also be a stimulating influence. 
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Our reasoning was based on the logic associated with bank crea- 
tion of deposits. For the system as a whole, increases in assets almost 
always increase deposits, and decreases in assets almost always de- 
crease deposits.’* If one asset is increased to offset the decrease of 
another asset, the operations were regarded as two separate ones. 
Thus, in effect, the attitude was that deficit-financing offered an 
additional source of assets for the bank, that lending to the govern- 
ment was not offset by a decrease in other loans, and that in the 
absence of government borrowing, thus increasing the banks’ hold- 
ings of government bonds, total bank assets and deposits would be 
that much less. 

It may be objected that a concerted open-market purchasing pol- 
icy by the banks would have shown the same effects on the banks’ 
assets and liabilities, even if there had been no accompanying gov- 
ernment deficit. To that extent our index would not reflect the re- 
sults of a government deficit. Though true, this objection does not 
nullify the usefulness of the index. Since it is the expansion in the 
money supply (M”’) that is important,’* it is immaterial whether 
this was effected via a governmental deficit increasing the supply of 
securities and loans, or via open-market operations. 

However, the stimulus provided by government deficit-financing 
cannot be isolated from the other main aid—the export surplus. The 
latter surplus would also tend to increase domestic purchasing 
power, the exports representing a receipt of funds, the imports a loss 
of funds, and the net effect (the visible balance) would be the dif- 
ference. That is, looking at the effects on domestic spending, it is 
the trade balance, rather than the exports alone, that should be con- 
sidered (the exports will be discussed in subsection 3, below). 
Hence, as our expansionary index, it was necessary to add to the 
deposits derived from governmental operations the visible trade bal- 
ance. This figure was then compared with the index of manufactur- 
ing production.” 

In the analysis, two possible approaches were considered. One 
was to relate the absolute size of our two measures; each quarterly 
change in the index of deposits plus visible surplus was compared 


17. Except for some minor possibilities, such as increases in the banks’ capital, profits 
and losses from banking operations, etc. 


18. Since it was felt that the variations in the amount of cash (M) in circulation 
were simply a reflection of the needs of trade for the different levels of economic ac- 
tivity, it was unnecessary to investigate changes in this component of the total money 
supply. 

19. 1935-39 equals 100, seasonally adjusted. Source: Monthly Review of Business 
Statistics (Ottawa) (February, 1944), p. 29. 
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with the index of manufacturing production at the end of that quar- 
ter and its change from the end of the preceding quarter. Each per- 
manent addition to the money supply, so the reasoning ran, would 
exercise a permanent increase on the spending stream, presumably 
equal to that additional quantity times its velocity (V’). That is the 
implication of the older quantity theory of money; an increase in 
M+ M’ (and thus MV + M’V’) raises PT “forever.”*® The other 
possible approach was based on the multiplier concept. An initial 
injection will raise incomes, which then gradually drop back to their 
former level because of the cumulative effects of the leakages. Only 
a constantly repeated injection of the same size would maintain in- 
comes at the higher level, while a growing absolute injection is nec- 
essary to continue the raising of incomes.”* Hence, it is not the 
absolute size of each quarterly addition to the money supply, but 
the change in the absolute size as compared with the absolute size 
of the preceding quarterly addition. 
The following data were calculated: 


series 1—quarterly changes in the chartered banks’ holdings of government se- 
curities and loans less Deminion and Provincal governments’ deposits 

series 2—increase (+) or decrease (—) in manufacturing production, end of 
current quarter compared with end of preceding quarter 

series 3—series 1 plus the change in visible exports (inclusive of non-monetary 
gold exports) less visible imports (i.e., plus the quarterly change in 
the visible trade balance inclusive of non-monetary gold) 

series 4—series 1 data compared with the same quarter of the previous year 

series 5—increase or decrease in manufacturing production, end of current 
quarter, compared with the end of the corresponding quarter of the 
previous year 

series 6—series 3 data compared with the same quarter of the preceding year 

Sources: Banking data from the monthly returns of the chartered banks, pub- 
lished in The Canadian Gazette. Non-monetary gold exports from the Dominion 
Bureau of Statistics, Canadian Balance of International Payments (Ottawa, 1939), 
Table 9C. Other exports and imports from Trade of Canada (1941), Vol. I, 
Table 8. 

Non-monetary gold exports were included since they represented current pro- 
duction of newly mined gold, and, as such, contributed to current incomes like 
any other mining product. 

Because of the influence of World War II, the fourth quarter of 1939 was 
omitted from the calculations. 


If we compare the agreement in signs between series 1 and 2, 
there is agreement in only 8 out of the 27 quarters; i.e., in only 8 


20. The usual qualification of “other things remaining the same” being understood. 


21. Cf. A. H. Hansen, Fiscal Policy and Business Cycles (New York: W. W. Norton 
& Co., 1941), Charts 15, 16. 
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quarters did manufacturing production move in the same direction 
as did the quarterly changes in deposits. Apparently, the government 
was a negative influence, for in 19 (or more than two-thirds) of the 
quarters, production moved opposite to the change in deposits aris- 
ing from the government deficit! Adding the visible balance (includ- 
ing non-monetary gold) (series 3) to the government figure in- 
creased the agreement slightly, to 9% out of 27 quarters.” 

If we assume that the increase in M’ and the changes in the visi- 
ble balance took a year to affect rnanufacturing production,” as is 
done in series 4, 5, and 6, the agreement of the signs is much better, 
even for only the deposit index (series 4). In 18 out of the 27 quar- 
ters, manufacturing production, as compared with the same quarter 
of the previous year, changed in the same direction as did the index 
of the government’s influence. Adding the visible balance (including 
non-monetary gold) (series 6) increased the agreement slightly, to 
18% out of the 27 months. However, this is not a conclusive indica- 
tion that the government fiscal policy was very influential on the 
course of business activity. Of the four possible influences—the gov- 
ernment, the visible balance, the two combined, and visible exports 
—the government showed the poorest agreement with the index of 
manufacturing production. Visible exports exclusive of gold varied 
with manufacturing production in 23 out of the 27 quarters, while 
visible exports inclusive of gold varied with manufacturing produc- 
tion in 25 out of the 27 quarters (cf. below, subsection 3), a much 
better agreement than any of the preceding government indices 
showed. 

The statistical argument that government policy was relatively 
ineffective is strengthened further by the fact that both manufac- 
turing production and the deposit index were rising during most of 
the period, so that mere coincidence—since both would have mostly 
“1 signs—might lead to a fair degree of agreement. There would 
not be enough examples of decreases in the deposits index to test 
whether production would also drop. In only 2 quarters did the 
former index drop, as compared with the previous year; in one, 
manufacturing production also dropped, in the other it rose. In con- 
trast, visible exports (inclusive or exclusive of non-monetary gold) 
had over half-a-dozen “—” signs; exclusive of non-monetary gold 


22. For a O value (no change) an agreement of 4 was assigned. 


23. Various other combinations of leads and lags between the two series were investi- 
gated, but without significant results. One, in particular, that proved to be fruitless 
was a test to see whether the money supply followed the changes in production, ic., 
whether the process went from production to a changed demand for money, and then 
to a changed supply of money. 
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there were 7 decreases, in 6 of which manufacturing production also 
dropped; inclusive of non-monetary gold there were 7 decreases, in 
all of which manufacturing production also dropped. Hence, consid- 
ering the absence of this negative sign test, and that the test already 
discussed showed the poorest agreement of all the influences inves- 
tigated, it can be concluded that the effects of the addition to the 
money supply were not significant.** 

The other alternative was then tested—that a constant injection 
is necessary to maintain the initial increase in business activity (in 
our test, manufacturing production). If the average quarterly addi- 
tion to the money supply (/’) were constant, we would expect the 
initial increase in activity to be maintained; if it dropped, we would 
expect production to drop; and if the average addition rose, we 
would expect production to rise. Hence, using the last quarter of 
1932 as the starting point, we calculated the average quarterly addi- 
tion to the money supply as a result of the government deficit, as 
calculated for series 1. We also calculated the quarterly average 
cumulative visible balance of trade (inclusive of non-monetary gold) 
since the end of 1932 (as for series 3)—that is, the difference be- 
tween series 1 and 3—in order to obtain the quarterly average cumu- 
lative addition of both the government deficit and the visible trade 
balance. As before, we tested to see how these averages varied with 
changes in manufacturing production. Comparisons were made with 
changes from the preceding quarter, on the assumption that the 
changes were reflected in production in less than three months, and 
with the corresponding quarter of the previous year, on the assump- 
tion that production lagged a year. 

The comparison with the preceding quarter showed a poor cor- 
respondence in the movement of the three averages tested. The gov- 
ernment contribution varied with manufacturing production in only 
8 out of the 27 quarters, or less than one-third; the visible balance 
and manufacturing production varied together in only 11 out of 27 
quarters; and the two combined varied with manufacturing produc- 
tion in only 10 out of the 27 quarters. However, if we assume that 
the effects of the government deficit and/or the visible trade balance 
took a year before influencing fully the level of manufacturing pro- 
duction, then the degree of agreement improved greatly, although 
still not as much as for the tests already discussed. Manufacturing 
production changed with the government contribution in 14 out of 


24. The visible balance inclusive of non-monetary gold exports decreased in 8 quar- 
ters, as compared with the pervious year, in 6 of which manufacturing production also 
decreased, a somewhat poorer “negative sign test” result than for only merchandise 
exports. 
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24 quarters, with the visible balance in 18 of the 24 quarters, and 
with both combined in 144 of the 24 quarters.” As in the previous 
tests, the government influence showed up poorly, while the visible 
trade figures showed the best agreement. 

As a check on our conclusions, we compared manufacturing pro- 
duction with changes in government expenditures*® and with changes 
in the government surplus or deficit. Because of the marked season- 
ality in both Dominion revenues and disbursements, only changes 
from the corresponding quarter of the preceding year were studied. 
Presumably, an increase in expenditures or the deficit would be as- 
sociated with an increase in economic activity, and conversely for 
decreases. But, in fact, such was not the case; each showed an agree- 
ment in slightly less than half the quarters. Again it can be con- 
cluded that the government deficit was not too significant an influ- 
ence on economic activity. 


2. THE RATES OF INTEREST 


A more traditional means of stimulating recovery has been by 
low rates of interest*’—lower short-term rates, to increase dealers’ 
stocks and thus stimulate the demand for current output, as in Haw- 
trey’s recommendation, or long-term ipterest rate reductions, to 
increase investment, as suggested by the late Lord Keynes. By 
lowering the rate of interest, costs are reduced relative to expected 
revenues (discounted), increasing the anticipated profit margin, and 
thus tending toward an expansion of activity and employment. 

However, Canadian economists believe that the rate of interest is 
not an important influence in Canada. As a cost it is of less impor- 
tance than the higher prices to secondary industries resulting from 
the Canadian protective tariff.** Within the limits of the ordinary 
fluctuations, the long-term rate is of only minor importance for any 


25. Since, for these tests, comparison was with the preceding year, there were three 
fewer quarters, or only 24. 


26. Dominion revenues and expenditures, excluding loans and other government in- 
vestments, and deficits of the Canadian National Railway and other government corpo- 
rations. Because of the end-of-fiscal-year adjustments, the January-February quarterly 
rate was selected for the first quarter of each calendar year. 


27. Although “the first criticism to be leveled at Canadian monetary policy is that it 
did not exist” (A. F. W. Plumptre, “Canadian Monetary Policy,” in H. A. Innis and 
A. F. W. Plumptre, eds., The Canadian Economy and Its Problems [Canadian Institute 
of International Affairs, 1934], p. 165). 


28. Cf. R. McQueen’s review of A. F. W. Plumptre, Central Banking in the British 
Dominions in the November, 1940, issue of the Canadian Journal of Economics and 
Political Science, p. 605. 
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large-scale undertakings in the Dominion,”® while the short-term 
rate affects mainly the banks’ holdings of securities and, perhaps, 
the price of basic commodities.*° Moreover, low domestic yields 
might encourage Canadian debtors to refund foreign-held higher- 
coupon-rate issues on the domestic market, thus lessening foreign 
exchange reserves, and perhaps lowering the external value of the 
Canadian dollar.** 

Generally, we speak of “the” rate of interest, differentiating, if at 
all, only “the” short-term rate from “the” long-term rate. Somehow 
or other, there is conceived a typical and invariant structure, so 
that manipulation of one component—usually that on government 
issues—will result in the others following in the same direction and 
(relative and/or absolute) magnitude.*? But an examination of the 
facts, no matter how superficial, will show the fallacy of such an 
assumption. 

As can be seen from the accompanying chart, the Canadian short- 
term rate declined sharply relative to yields on Dominion long-term 
issues. Not only was there a shift in the relative yields of the two, 
but also, within each year, marked fluctuations in this shifting rela- 
tion. Within the long-term structure, yields on government bonds 
fell relatively to those on corporate bonds. In 1931, it may be noted, 
yields on government bonds fe//, while those on corporate bonds 
rose, whereas the reverse movement occurred during the early part 
of 1937. Thus, within the long-term structure, not only was there a 
difference in the amplitude of movement, but in two of the years 
even the direction differed. Similarly, divergence in movement can 
be seen for rates on savings deposits and private mortgage loans. 

Hence, in view of the widening spread between yields on govern- 
ment issues and the rates on more risky loans, that is, rates that 
would tend to affect the cost of new investment, one can question 
the effectiveness of any attempts at cheapening money in Canada 
during the thirties. Although the Bank of Canada from the time of 


29. A. F. W. Plumptre, “The Role of Interest Rates and Bank Credit in the Econo- 
mies of the British Dominions,” Economic Journal (June, 1939), p. 235. This obser- 
vation, of course, is not unique to Canada; cf. F. A. Lutz, “The Interest Rate and 
Investment in a Dynamic Economy,” American Economic Review (December, 1945), 
pp. 817-18, 826. 


30. Plumptre, “The Role of Interest Rates,” op. cit., pp. 235-36. 


_31. Cf. A. F. W. Plumptre, Central Banking in the British Dominions (Toronto: 
University of Toronto Press, 1940), p. 413. 


32. Cf., e.g., J. M. Keynes, The General Theory of Employment, Interest and Money 
(New York: Harcourt, Brace, 1936), pp. 28, 137 (note 1); J. R. Hicks, Value and 
Capital (2d ed.) (Oxford: Oxford University Press, 1946), p. 151; E. Marcus, “The 
Interest-Rate Structure,” Review of Economics and Statistics (August, 1948). 
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its organization had maintained a 2% per cent rediscount rate (until 
February, 1944), resort to that institution was so infrequent that it 
can be regarded as having had virtually no influence, the chartered 
banks always having had more than adequate reserves.** 


CHART I 


Tue CANADIAN INTEREST RATE STRUCTURE, 1929-37 (1929= 100)* 
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*From S. E. Nixon, J. T. Bryden, and W. T. G. Hackett, “Interest Rates in Canada,” Canadian Jour- 
nal of Economics and Political Science, August, 1937, Tables 1, X, and XII. 


3. VISIBLE TRADE 


Because of the importance of visible exports to the Canadian 
economy, they can be regarded as an indicator of the most influen- 
tial determinant of aggregate demand. Moreover, since so much of 
private investment is in the export industries, movements of the 
former are closely correlated with changes in the latter. Hence, com- 
paring exports with production might be better than selecting the 
alternative, the visible surplus. We have compared each quarter 


33. Changes in “credit rationing”’—changes in the availability of credit at a given 
rate of interest—may have occurred, too, but this cannot be investigated statistically. 
It undoubtedly was an influence, however, and must be considered in estimating the 
effectiveness of central bank policy; cf., e.g., the Report of the Subcommittee on Mone- 
tary, Credit, and Fiscal Policies of the Joint Committee on the Economic Report, 81st 
(U.S.) Congress, 2d Session, Document No. 129, Monetary, Credit and Fiscal Policies 
(Washington, D.C., 1950), p. 21. 
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after 1932 with the corresponding quarter of the previous year. The 
calculations made were: 


series a—visible exports, excluding non-monetary gold, valued in Canadian 
dollars 

series b—series a plus non-monetary gold exports, also valued in Canadian 
dollars 

series c—series b plus American tourist expenditures in Canada, also valued 
in Canadian dollars?4 

series d—the visible balance, inclusive of non-monetary gold exports, also 
valued in Canadian dollars 

series e—Canadian manufacturing production 

Source: Non-monetary gold as above. Other exports and imports from Trade 

of Canada (1941), Vol. I, Table 8. Manufacturing production as above, footnote 

19. American tourist expenditures were allocated monthly as follows: the annual 

amounts reported in the Dominion Bureau of Statistics, Canadian Balance of 

International Payments 1926 to 1948, Tables V and X, were apportioned monthly 

on the basis of the reported monthly entries of automobiles entering Canada 

on 60-day permits (published in the Toronto Financial Post Business Year Books, 

beginning with 1935); 1932-34 allocation monthly was based on the 1935-39 

average. The assumption was made that visitors from the United States coming 

by means of transportation other than the automobile varied similarly to the 

pattern of automobile-using visitors, so that the former’s expenditures over the 

year had a pattern similar to that used as our basis of monthly allocation. 


Because of the marked seasonality in exports, it was not feasible to 
test changes from the preceding quarter, as was done for the gov- 
ernment segment (subsection 1). 

Series a, b, and c indicate changes as compared with the corre- 
sponding quarter of the previous year in the absolute movement of 
various exports—visible exports exclusive of gold (series a), visible 
exports inclusive of non-monetary gold (series 5), and visible ex- 
ports inclusive of non-monetary gold plus American tourist expen- 
ditures in Canada (series c). These three series thus represent one 
of the two possible bases for the foreign-trade multiplier, the other 
possible base being the visible balance inclusive of non-monetary 
gold (series d).*° 

The best agreement with changes in manufacturing production 
was shown by visible exports inclusive of non-monetary gold—25 
out of 27 quarters.** Slightly less similarity in movement was shown 

34. Since American tourist expenditures in Canada in the thirties contributed as 


much in foreign exchange as did non-monetary gold, a series including that component 
was also computed. 


35. Cf. the discussion in the references cited in footnote 15, above. 
36. The test covered each quarter of 1933-39 except the last three months of 1939. 
In contrast to the period covered in subsection 1, the investigation for this subsection 


included the first three quarters of 1933 as compared with the corresponding period of 
1932. 
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by series c, visible exports inclusive of non-monetary gold and 
American tourist expenditures (24 out of 27). Visible exports exclu- 
sive of gold changed in the same direction as manufacturing produc- 
tion in only 23 out of 27 quarters, while the poorest agreement of 
the four was that of the visible balance inclusive of non-monetary 
gold, which agreed in only 21 out of 27 quarters. The negative sign 
test—discussed above—also showed the best result for visible ex- 
ports inclusive of non-monetary gold. 

It should be noted that not all of the influences of changes in ex- 
ports on the movement of manufacturing production was direct. As 
already mentioned, much of new Canadian investment depends on 
booming exports, so that the reaction went from exports to domestic 
investment, and then to general economic activity, as well as directly 
from exports to activity. During the period studied, changes in the 
output of producers’ durable goods moved in the same direction as 
did changes in exports in 25 out of the 27 quarters, the same degree 
of agreement as for that of the best of the series—series 5 (exports 
inclusive of non-monetary gold exports). 


C. PosststE Post-War POoticteEs 


1. REDUCTION OF TRADE BARRIERS 


Because of the importance of foreign trade to the Canadian econ- 
omy, any movement toward the reduction of barriers to interna- 
tional trade would receive her support. Such action, however, is 
really dependent on the trade policies of her two best customers, the 
United States and the United Kingdom. “The conditions under 
which postwar trade can reach higher levels than before the war 
are not, in any large degree, under the direct control of the Cana- 
dian Government. They must be achieved by collaboration with 
other governments, and particularly, in view of the direction of our 
trade, with the governments of the British Commonwealth and of 
the United States.”*? Organizations such as the General Agreement 
on Tariffs and Trade (GATT) and the perhaps still-born predeces- 
sor, the International Trade Organization (ITO), and the accom- 
panying international conferences aimed at multi-country tariff re- 
ductions are steps in this direction. 

Nevertheless, although expanding foreign markets are important, 
it must not be forgotten that such a development does little to miti- 
gate the business cycle. Although tending to raise national income 
over the long-run, because of the greater efficiencies resulting from 
increased international specialization, the increase in foreign trade 


37. “Canadian White Paper on Employment and Income,” op. cit., p. 539. 
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is of little help to the short-run cyclical movements, and, in fact, 
may accentuate them, if the cycle in the economies of Canada’s main 
customers—most obviously, the United States—tends to be less sta- 
ble than the Canadian cycle. Hence, supplements to this long-run 
policy are necessary for the short-run problems likely to arise again 
should the fluctuating pattern of the inter-war period be repeated. 


2. INTERNATIONAL COMMODITY AGREEMENTS 


Canada is still greatly dependent on a few exports, either raw 
materials, or those partly processed. Agreements to stabilize the 
price and volume of sales would enable her to count on a more 
steady segment within her total exports, a segment which in the thir- 
ties had been very volatile. This would tend to lessen the variations 
—or at least the amplitude—of the current account. One of the ma- 
jor difficulties for Canada in the thirties, it will be recalled, came 
from the collapse of the wheat market; in the late twenties it was 
the newsprint price war that helped bring on her own downturn ear- 
ly in 1929. To the extent that these violent fluctuations and accom- 
panying competitive price-cutting spirals** can be avoided, to that 
extent there would be less strain on the balance of payments, and 
thus greater stability for important sectors of the domestic economy. 
The International Wheat Agreement, as one illustrative possibility, 
could prove to be of material advantage in avoiding rcpetition of 
the 1930 wheat price drop. 


3. INTERNATIONAL COMMODITY RESERVES 


A more fundamental solution proposed to mitigate price fluctua- 
tions is the establishment of an international commodity reserve.* 
Essentially, an international agency would be assigned the duty of 
stabilizing the price level of raw and semi-processed materials, 
though not the price of each individual component. By buying and 
selling in multiples of a composite unit*® of the reserve, the price 


38. As happened, for example, in wheat, as the Argentine and Australian exchange 
depreciations put added pressure on wheat prices. Cf. V. P. Timoshenko, “Monetary 
Influences on Postwar Wheat Prices,” Wheat Studies (April, 1938). 


39. Cf. also the suggestion that financial aid should be given to companies in a de- 
pression to enable them to hold larger inventories, thus lessening the decrease in demand 
for the supplying industries (in K. Kock, “Promemoria rérande produktion pa lager 
som konjunkturpolitiskt medel” in Statens Offentliga Utredningar 1944:57, Ekonomisk 
Efterkrigsplanering. VII (Stockholm: Swedish Government, 1944), pp. 60-68). 


40. The composite unit would be weighted on the same basis as the price level, the 
weights being based on the commodity’s importance in production and/or world trade. 
Hence, the agency’s transactions would be in multiples of this weighted unit—each pur- 
chase or sale would result in the purchase or sale of all the commodities in the reserve, 
the number of physical units of each commodity in each transaction being a multiple 
of the basic weighting standard. 
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level would be stabilized within a certain range—say, 90 per cent to 
110 per cent of the determined “normal,” although the relative 
prices of the composing commodities would still move freely.*! 

This proposed reserve would help Canada if her main exports® 
did not fall in price relative to the average of the commodities in the 
reserve. In other words, if the relative price of Canadian products 
did not fall, then the stabilizing operations of the agency would pre- 
vent any severe decline in the price of commodities in general and 
thus maintain the price of Canadian exports. As prices in general 
tended to fall, the agency would be a purchaser, supporting the av- 
erage price level and thus Canadian prices. 

But if a commodity of particular importance to Canada fell in 
price relative to the general group,** then the agency would be of 
little help. For example: a fall in wheat prices would lower the av- 
erage price level; to that extent the agency could offset the decline. 
If, say, wheat prices fell 50 per cent, the total index would drop 2 
per cent, if wheat had been given a 4 per cent weight in the com- 
posite; the agency would then operate to raise the composite price 
level 2 per cent, and thus, perhaps, the price of wheat would rise 
2 per cent.** The final decrease in wheat prices would thus be only 
48-49 per cent, an inconsiderable difference. Here, of course, the 
commodity reserve proposal would have to be supplemented by 
other measures—by specific commodity agreements,*® or perhaps 
government aid to shift to more profitable crops. 


4. CURRENCY DEPRECIATION 


During the thirties, currency depreciation was of little positive 
aid. The demand for newsprint was relatively inelastic, while for 
most non-ferrous metals during the thirties Canada was a low-cost 
producer, so that a drop in export prices was not necessary in order 
to capture foreign markets. Government controls over wheat tended 
to nullify any assistance that depreciation might have furnished. 

41. For a detailed discussion of the proposal, as well as of its financing and oper- 
ation, cf. B. Graham, World Commodities and World Currency (New York, 1944). 


42. Presumably, wheat and wheat flour, the main metals, and possibly wood pulp 
and newsprint would all be included, because of the importance and relatively un- 
finished (raw or semi-manufactured) character of these items. 


43. Cf. the case of wheat in the thirties. 
44. Implicitly assumed is that the price level was already at the permissible minimum. 


45. Cf. Graham, op. cit., p. 52. In this subsection we have not judged the feasibility 
of the proposal as a means of dampening the business cycle. Our interest has been in 
the narrower one of price stability. To the extent that the international agency were 
given adequate financing, supported by the determination to carry out its directives, 
this more limited objective should be attainable. 
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Had Canada clung to her 1929 par with gold, she would have been 
hurt by the continued deflationary measures necessary to withstand 
the attacks on the gold standard, such as the gold bloc experienced. 
But depreciation did not stimulate exports, nor reduce imports 
markedly. Rather, it was the state of well-being in her main mar- 
kets—the United States and the United Kingdom—that dominated 
the movements of her exports, while her imports, in turn, were de- 
pendent on her domestic activity. The developments stemming from 
the “unpegging” of the Canadian dollar in the autumn of 1950 may 
throw additional light on these observations, although, so far, the 
“floating” exchange rate does not appear to have influenced the 
movement of visible trade appreciably.*® 


5. INTERNATIONAL SPENDING POLICIES 

To be successful, a Canadian anti-depression programme must take place 
under the following conditions. First, and above all, the governments of other 
countries, especially our principal customers, Great Britain and the United 
States, must pursue spending policies similar to our own. Moreover, they must 
do so at the same time or a little earlier and on an equivalent scale and with 
proportionately good results. Second, the impact of each country’s internally in- 
duced revival must be allowed to spread to other countries by means of interna- 
tional trade. To this end, restrictions in the form of tariffs, quotas, arbitrary 
valuations, clearing agreements, and such, must be greatly reduced. Third, 
enterprises and customers, borrowers and lenders, must be given whatever assur- 
ances are necessary to justify them in making long-term commitments.** 


In other words, Canada by herself is too exposed to “leakages”’ to 
pursue a lone policy of deficit-financing and pump-priming. But an 
internationally co-ordinated depression-spending program would en- 
able Canada to undertake such an expansionary policy. Since her 
own prosperity is so tied to the well-being of her main customers, 
she would gain a double advantage—from the stimulating effects of 
her own spending, and from the revival of her main foreign markets 
because of their spending programs. 


6. AN AUTONOMOUS DEPRESSION PROGRAM FOR CANADA 


If we accept a more pessimistic view—that international spending 
programs will not be undertaken if a depression strikes—then the 
question remains: What can Canada do alone? Here the answer is a 


46. This paragraph summarizes part of the findings of my doctoral dissertation “Eco- 
nomic Fluctuations in Canada, 1927-1939,” on deposit with the Princeton University 
Library (accepted 1950). 


47. D. C. MacGregor, “The Project of Full Employment and Its Implications” in 
A. Brady and F. R. Scott (eds.), Canada after the War (Toronto: Macmillan and Co., 
1943), p. 178. 
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rather gloomy one. An extensive work-providing policy would require 
greatly increased imports, because of leakages. Thus, slum clearance 
would require construction machinery and building materials, plus 
the auxiliary capital outlays, such as for the extension of utilities 
(gas, electricity, telephone lines, transportation facilities, etc.). All 
of these have a high import composition. To the extent that the Ca- 
nadian current account were favorable, such a program would be 
feasible. But any large-scale spending aimed at maintaining a full- 
employment level would undoubtedly increase imports so much that 
the favorable current account balance would end, thus threatening 
the gold and foreign-exchange reserves. 

Alternatively, the Dominion government could try to finance such 
import requirements by borrowing abroad, or by liquidating a pre- 
viously accumulated reserve of internationally liquid assets. The 
former, however, would be of limited help, since countries are usu- 
ally reluctant to lend abroad during a depression, especially to fi- 
nance a program of the type contemplated in this subsection. The 
alternative of a reserve would depend on previously favorable cur- 
rent accounts, thus permitting foreign investment. Moreover, its 
form would also be important; a reduction of foreign-held Canadian 
bonds (purchased by the Dominion government reserve) would not 
be satisfactory, since the securities might not be resalable when re- 
quired (during the depression), foreigners hesitating to buy back 
Canadian obligations because of the depressed state of the economy. 
On the other hand, the accumulation of, say, United States govern- 
ment obligations would usually be quickly realizable, particularly 
since the Canadian deficit would most probably be with the United 
States; the sale of these bonds in the U.S. market would provide the 
dollars to meet the current account deficit. 

Hence, a more practicable alternative would be one that was not 
likely to increase imports greatly. Direct relief would be one such 
possibility. Since Canada is almost self-sufficient for her basic food 
requirements, increasing incomes would aid the farmer and pro- 
ducer of necessary consumer goods, most of which could be supplied 
from domestic output. Whatever raw materials were needed, for ex- 
ample, cotton, for clothing, could be paid for out of the current ac- 
count surplus.** But the major drain on domestic monetary reserves 
—for capital goods and consumers’ durables—would have been 
avoided, since relief would not tend to stimulate such investment. 


48. In my thesis (cf. footnote 46 above) I have attempted to demonstrate that this 
current account surplus would be expected in a depression; cf. the experience of the 
thirties. 
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At the same time, such a policy would not be likely to raise do- 
mestic costs, thus pricing Canadian goods out of the world market. 
Relief would be only to prevent want; unlike public works programs, 
the government would not be competing with private industry for 
the supply of labor. 

Subsidiary to relief, the government could encourage the search 
for new resources. In the thirties such a policy aided the develop- 
ment of the non-ferrous metals industry; the Dominion government 
appropriated funds for geological field work programs, and, under 
certain conditions, exempted new metalliferous mines from income 
taxation.*® If such aids were directed toward the location of mate- 
rials currently imported, such as coal and petroleum,” it would not 
require much additional imported equipment, while any successful 
results would improve even further the current account balance be- 
cause of the reduction of imports, thus permitting greater expendi- 
tures on public works because of the now increased margin available 
for the accompanying imports. Efforts could be directed, too, to- 
ward the development of tourist facilities and the retraining of 
labor.*? 

The harshness of these recommendations—the preference for di- 
rect relief over an extensive public works program—is conditioned 
by our two assumptions: (1) that the depression is so severe that 
maintenance of full employment within Canada would increase im- 
ports so much (thus resulting in the deterioration of the current ac- 
count) as to result in the exhaustion of her foreign-exchange re- 
serves; and (2) that an international spending program will not 
materialize. Only if both occur would it be impracticable for Canada 
to undertake an extensive spending program, thus forcing her to 
fall back on the less satisfying, more demeaning, relief proposal. 

49. Cf. the Dominion Bureau of Statistics, Summary Review of the Gold Mining 
Industry in Canada, 1934, p. 2, and 1935, p. 3. 

50. Cf. the Bank of Nova Scotia Monthly Review (July, 1949). 


51. Of course, such discoveries of import substitutes might not result immediately, 
if at all; in fact, they might not be found until the upswing began, when the urgency 
for such replacement of imports was no longer present. However, the more important 
objective would have been accomplished—the instituting of make-work projects that 
did not increase imports greatly. Any discoveries of new raw materials during the de- 
pression would thus be in the nature of “windfalls.” 


52. Cf. the Advisory Committee on Reconstruction, Series V, Post-War Employment 
Opportunities (Ottawa, 1944). Prewar policy was subject to the criticism that “deficit 
financing of Canadian governments in such periods has been aimed primarily at main- 
taining income; seldom has it aimed at promoting new methods of providing national 
income, at stimulating new entrepreneurial activity, or at encouraging necessary read- 
ewe within the economy” (S. Bates, Financial History of Canadian Governments 
prepared for the Royal Commission on Dominion-Provincial Relations, Ottawa, 1939], 
p. 30). 








THE TREASURY-FEDERAL RESERVE ACCORD 


F. W. MUELLER, Jr. 
De Paul University 


ON MARCH 3, 1951 a joint statement of an accord was issued for 
publication on the following day by the Secretary of the Treasury 
and the Chairman of the Board of Governors of the Federal Reserve 
System together with the Federal Open Market Committee. This 
accord which received wide publication stated that “The Treasury 
and the Federal Reserve System have reached full accord with re- 
spect to debt-management and monetary policies to be pursued in 
furthering their common purpose to assure the successful financing 
of the Goverment’s requirements and, at the same time, to minimize 
the monetization of the public debt.”* Two questions immediately 
arise; first, why was an accord necessary and second, what implica- 
tions for the monetary and banking systems were implicit in the 
statement? 

In order fully to appreciate the problems involved and the signifi- 
cance of the solution it is necessary to examine the origin and evolu- 
tion of the controversy. To this end, therefore, this paper has been 
divided into four parts, first the evolution of the rate pattern, second 
the evidences of co-operation between the Treasury and the Reserve 
authorities, third the differences which resulted, and finally the ac- 
cord which was reached as indicated above. 


I. RATE PATTERN 


The decade of the thirties is too fresh in the minds of most to need 
a detailed analysis. Beginning with extreme unemployment, the in- 
dex of which reached a low of 64 in 1932, and accompanied by an 
index of durable production of only 41 in the same year,’ all efforts 
were directed toward a revival in our industrial and commercial 
activities. This low state of activity was further complicated by the 
closure of all banks on March 6, 1933.* The country was in the 

1. Report of the Subcommittee on General Credit Control and Debt Management 
of the Joint Committee on the Economic Report; Senate Doc. No. 122, Part I, 82d 


Cong., 2d Sess., p. 79. (This will be referred to subsequently as the Patman Report.) 
This report reveals for the first time the full terms of the accord. 


2. Federal Reserve Bulletin (November, 1948), p. 1403. 


3. For this Executive Order see Annual Report of the Board of Governors of the 
Federal Reserve System for the Year 1933, p. 3. 
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throes of economic paralysis. One of the consequences of this up- 
heaval was a significant change in the banking structure. 

First, the nature of bank portfolios was greatly altered. On June 
29, 1929, all banks had total loans and investments amounting to 
$58.9 billion.* This total had shrunk to its low point by June 30, 
1933, when it amounted to only $40.3 billion. While outstanding 
bank credit recovered from its low point of 1933, in ten years it 
never regained its 1929 peak, and on June 30, 1939, total loans and 
investments stood at $49.6 billion. There are two principal reasons 
for this significant decline, first, a decline in the number of banks 
due to failure over the period’ or their inability to obtain a license 
to reopen after the bank holiday and second, the changed nature of 
bank portfolios. 

Total bank loans on June 29, 1929, amounted to $41.5 billion, 
reached their low point of $20.2 billion on June 29, 1935, but by 
June 30, 1939, had recovered to only $21.3 billion. Between the peak 
period in 1929 and a decade later, bank loans had suffered a reduc- 
tion in amount of about half. Total investments on the other hand, 
which stood at $17.3 billion in 1929, fell below this figure only once 
and then by only $400 million, and by the end of the decade stood 
at $28.2 billion. Any recovery in the volume of outstanding bank 
credit, therefore, was due to the increase in the investment portfolio 
of the banking system, and this was sufficient to offset only half of 
the decline registered in the loan portfolio. 

But an even more striking substantive change occurred in the in- 
vestment portfolio. On June 29, 1929, out of total investments of 
$17.3 billion, about one-third or $5.5 billion was in United States 
government obligations, while about two-thirds or $11.8 billion were 
in “other” securities. A decade later, however, about two-thirds or 
$19.4 billion were in Governments with only one-third or $9.3 billion 
in “other” securities. For the first time in our banking history, invest- 
ments had changed place with loans as being the single most im- 
portant category of bank credit media, and in investments govern- 
ment securities predominated. 

There were several reasons for the decline in bank loans. First 
was the suspicion on the part of business that the “reflation” aims 
of the administration were illusory and which to a large extent was 
born out by the index of industrial production as computed by the 


4. Figures are taken from Banking and Monetary Statistics (Washington, D.C.: 
Board of Governors, 1943), Table 2, p. 18. 


5. See C. D. Bremer, American Bank Failures (New York: Columbia University 
Press, 1935), chap. 6 on the causes of failure. 
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Board, which fell from a monthly average of 113 in 1937 to 89 in 
1938, the sharpest drop ever registered by that index.® A second 
reason for the decline in borrowing on short term at the banks was 
the unwillingness of businessmen to again get caught in the jaws of 
contraction. Thirdly, the significant decline in new capital issues re- 
flected itself in supporting industries which were, as a consequence, 
not required to do bank borrowing. Finally, security loans as a 
means for speculation were greatly curtailed. Bankers’ borrowings 
on collateral in New York City were reported in September, 1929, 
as amounting to $8.5 billion,’ while during the whole decade of the 
thirties on only a few occasions did this same type of loan exceed a 
billion dollars, most of the time being measured in terms of hundreds 
of millions. While these reasons for the decline in loans of the bank- 
ing system are not exhaustive, they at least highlight some of the 
major reasons for such behavior of this important bank credit med- 
ium. 

Of more importance to our problem, however, is the growth of the 


| investment portfolio, all of which was accounted for by government 


| securities. One reason for such growth was monetary ease in the form 
of bank reserves. This ease in bank reserves was itself the conse- 
quence of three forces; first, the decline in loans already discussed 
which freed a proportionate amount of reserves, second, the easy 
money policy pursued by the central banking authorities, and, final- 
ly, the inflow of gold to this country. 

As early as 1936 the Board of Governors reported that it was con- 
tinuing “. . . the policy of monetary ease which had been in effect 
since the beginning of the depression, and money was available in 
abundance at the lowest rates of interest the country has known.’”* 
As a corollary to this was the fact that reserves of “. . . member 
banks continued to increase rapidly throughout the year.’® As a 
matter of fact an increasing volume of excess reserves began to 
plague the system. These reserves in 1936 stood at $2.5 billion, but 
were to climb by the end of 1940 to the unprecedented figure of 
$6.3 billion.’*? Not only was there no reserve strain on the com- 
mercial banking system; there were not enough channels for the 
banking system to keep its reserves profitably employed. 


6. National Industrial Conference Board, The Economic Almanac 1951-1952, p. 232. 
7. Banking and Monetary Statistics, Table 142, p. 500. 


8. Annual Report of the Board of Governors for the Year Ending December 31, 1936, 
- 3. 


9. Ibid. 
10. Banking and Monetary Statistics, Table 100, p. 368. 
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in One of the largest sources of reserves making for banking ease was 
nd the imports of gold. Our monetary gold stock at the end of 1930 
as amounted to $4.3 billion, but by the end of 1940 we possessed $22.0 
of billion.1? While some of this had come from domestic production, the 
re- overwhelming proportion had come from imports in the approximate 
ce amount of $15 billion, with very little under earmark. Thus the gold 

’ . . 

a situation was such as to also exert pressure for monetary ease 
gs throughout most of the decade of the thirties. Under the pressure 
9 to employ excess reserves, and the restrained borrowing on the part 
"? . . . 
he of business, the banking system was forced into other outlets, the 
la principal one being United States government securities. Changes in 
ds yields in three types of government securities are shown in Table 1. 
* TABLE 1 

. YIELDS ON THREE TYPES OF GOVERNMENT SECURITIES 
d- ANNUAL AVERAGES 1938-44* 

Long-Term Long-Term 
he 3-5 Year Bonds Bonds 
Billst Notest (partially tax-exempt)§ (taxable) 
nt Year (Per Cent) (Per Cent) (Per Cent) (Per Cent) 
; 1938 0.053 0.83 i Saeeen 
m 1939 .. 0.022 0.59 2.36 
e- 1940 0.014 0.50 2.21 nis 

d 1941 _ 0.103 0.76 — => 
e 1942 0.326 1.13 2.02 2.46 
sy 1943 0.373 131 1.98 2.47 
] 1944 0.375 1.33 1.92 2.48 

* Source: Federal Reserve Bulletin (December, 1940-45). 
(+) New issues offered within the period, tax-exempt prior to March, 1941; taxable 
n- thereafter. 
(t) Three-to-five-year Treasury notes, tax-exempt through 1941; taxable thereafter. 
ct ($) All outstanding partially tax-exempt U.S. government bonds due or callable in 
in more than 12 years through 1942; due or callable in more than 15 years thereafter. 
a The general pattern of rates during the late thirties up to the time | 
er of our entrance into the war is quite obvious. So sensitive was the } 

a market that it occasioned a change in Reserve policy. In its annual 
to report, the Board said that “An important change in the system 
ut open-market policy during 1939 was the departure from the practice 
of of recent years of maintaining a constant amount of securities in the 
n- System account.”’* Historically such securities would be used to 
1€ vary member bank reserves, but since they were ample, and even in 

excess of the volume which the Reserve banks could have absorbed, 

2 the system had been content to let its portfolio remain relatively 

constant. But this policy was now to be abrogated in favor of a 

6 policy to bring “. . . direct influence on conditions in the capital 
11. /bid., Table 156, p. 536. 





12. Annual Report of the Board of Governors for the Year Ending December 31, 
1939, p. 2. 
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markets . . .”"* through operations in the federal market. Thus pur- 
chases and sales would be made with an eye on the yields of securi- 
ties rather than with member bank reserves as the first concern. 

Several considerations supported this policy. The Reserve Banks 
had a hard time replacing their maturing bills, which in 1938 were 
selling for a time on a no-yield basis. Secondly, the heavy decline 
in prices at the outbreak of the European war led the Open Market 
Committee to support prices as a protection for member banks’ hold- 
ings as well as to stabilize the general market. In one particular 
operation during 1939 from the latter part of August to September 
25, “The aggregate amount of securities purchased by the System 

. . was $473,000,000.”"* The same type of activity to stabilize the 
market on both the bid and offering sides continued to dominate 
open-market policy through the year 1941. 

While the system had earlier stated that it had “. . . neither the 
obligation nor the power to assure any given level of prices or yields 
for Government securities . . .,”””° it had by its gratuitous interest in 
the market reached the point where the whole financial fraternity 
was looking to the system as a protective device against price de- 
terioration. 

With the entry of this country into the war the die had already 
been cast. With all insured commercial banks carrying a total of $21 
billion in government securities’® and since the Treasury would be 
called upon to carry out expanded borrowing operations, the banks 
would certainly be required to increase their already excessive port- 
folio. Any slight financial disturbance might well induce them to 
begin liquidation, the very opposite of the course desired. By the 
spring of 1942 bills had fallen to a price approaching a yield of 
0.375, and at the end of April “. . . the Federal Open Market Com- 
mittee directed the twelve Federal Reserve Banks to purchase all 
Treasury bills offered at a discount rate of 3/8 per cent per an- 
num.”** This relieved the pressure on the market, gave the banks a 
known price for any future needs, and froze the bill rate for the 
duration. This 3/8 per cent rate, however, was too low in the opinion 
of the Board, which had urged a rate as high as 3/4 per cent. But 
the Treasury prevailed in this end of the rate pattern which un- 


13. Ibid., p. 9. 
14. Ibid., p.7. 
15. Ibid., p. 5. 
16. Federal Reserve Bulletin (June, 1952), p. 670. 


17. Annual Report of the Board of Governors for the Year Ending December 31, 
1942, p. 14. 
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fortunately opened up the undesirable practice of “playing the pat- 
tern of rates.’’?® 

Since the spring of 1941, long-term government bonds had shown 
much strength, the 24’s of 1967-72 having closed on the eve of Pearl 
Harbor at 101 4/32. Since they reacted after Pearl Harbor, the Re- 
serve banks bought bonds freely to prevent deterioration but the 
portfolio increase amounted to only $70 million by December, 1941. 
This stability brought universal agreement, therefore, that coupon 
rates for long-term war borrowing could easily be 24 per cent. 

The real problem, however, revolved around the maturity of the 
debt. The question was whether to base the new issues on the 24’s of 
1956-58 or on the 23’s of 1967-72 issue. If the former basis were 
used then the longer-term issue would be required to decline in price. 
If the latter issue were used as the basis, then the upsurge in these 
bonds which had occurred since the spring of 1941 would in effect 
congeal the government rate at about the highest it had ever been. 
The Treasury appeared to favor the lower rates, but most of the 
authorities in the Reserve System prefered the higher rate, urging 
“that the whole pattern of rates be raised correspondingly.’”® 
As a matter of fact the problem became moot because by the spring 
of 1942, the 23’s of 1967-72 had risen to a price of 101, and no 
comparable 24’s were issued. No formal announcement of this rate 
discussion was ever made, although several suggestions were made 
to this effect by both the Federal Reserve and the Treasury. Finally 
the market, feeling the effects of the support policy of the Reserve 
banks, came independently to the same conclusion as the Board and 
Treasury, and thus the desired effect was obtained. 

To further encourage the rate structure, in August, 1942, the 
Board announced, in connection with the acquisition of bills on a 3/8 
basis, that “. . . the seller of the bills [be given] an option to repur- 
chase at the same rate a like amount of bills of the same maturity.””° 
What this meant in effect was that the banking system was carrying 
excess reserves on an interest-bearing basis. This also reversed the 
positions of the Treasury and Reserve authorities, since before the 
posted rate and repurchase agreement the Treasury was fearful of 
offering too many bills in its anxiety not to disturb the short-term 
money rates, but following such decision it was anxious to offer addi- 


18. E. A. Goldenweiser, American Monetary Policy (New York: McGraw-Hill Book 
Co., 1951), p. 193. This author was then actively engaged in helping set the rate pattern. 

19. Henry C. Murphy, National Debt in War and Transition (New York: McGraw- 
Hill Book Co., 1950), p. 95. 

20. Annual Report of the Board of Governors for the Year Ending December 31, 
1942, p. 14. 
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tional bills. The Reserve authorities changed their position too for 
fear the Reserve banks might become a dumping ground for bills. 
Thus the posted bill rate introduced new problems. 

There was a general feeling that bills would not provide sufficient 
short-term funds as the conflict progressed. It was, therefore, de- 
cided to revive the certificates of indebtedness. Rate suggestions 
varying from 4 per cent on six months’ certificates to 7/8 per cent 
for one-year maturities were suggested, the latter rate prevailing as 
being more in line with the posted 3/8 per cent bill rate. Thus the 
rate pattern was established for what was to be the most expensive 
war in history. The Secretary of the Treasury reported his satisfac- 
tion by stating that “. . . we have endeavored to finance the war at a 
reasonable level of interest rates . . . which will contribute immeasur- 
ably to the stability of the economy in the post-war period.”*’ The 
rate pattern was high testimony to the cooperation between the 
authorities involved. In spite of the emerging violent personal anti- 
pathies, the rate pattern attained indicates the existence of a sub- 
stantial area within which agreement between the parties could be 
achieved. 


II. Co-OPERATION 


From June 30, 1940, to the end of 1945 the government raised 
$380 billion to finance its activities, the principal need being for war. 
Of this prodigious sum $153 billion or 40 per cent came from taxes, 
and $228 billion or 60 per cent came from borrowings. Of the total 
borrowed, $133 billion or 60 per cent came from non-expansionist 
sources, while $95 billion or 40 per cent came from expansionist 
sources, the commercial banking system.*” While it was the Trea- 
sury’s chief responsibility to prov.de the funds, its major influence 
was wielded in the area of taxation together with direct responsibility 
for borrowing. But the latter in turn hinged largely upon the be- 
havior of the banking system under the principal control of the 
Reserve authorities. Control, therefore, was divided and it was es- 
sential that there be a large measure of both co-operation as well as 
co-ordination of policies. 

Thus the Board reported that all during 1941 the emerging finan- 
cial problems “. . . were continuously studied by the Federal Reserve 
authorities and discussed by them with the United States Treas- 

21. Annual Report of the Secretary of the Treasury, for the Year Ending June 30, 
1943, p. 8. 


22. Annual Report of the Board of Governors for the Year Ending December 31, 
1945, pp. 1 ff. 
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ury.”** Likewise the Treasury, which was concerned lest inflation 
enhance war costs, reported that “The Treasury and the Board of 
Governors will continue to watch the economic situation . . .” and 
that recommendations concerning bank reserve requirements “. . . 
will be made whenever the Treasury and the Board, after further 
consultation, determine that such action is necessary.’”** As a matter 
of fact, reserves were raised in all classes of banks to the statutory 
limit on November 1, 1941,”° in view of an incipient price rise. 

In another area of common interest “. . . the Treasury continued 
its long-established practice of conferring with members . . . of the 
Federal Open Market Committee before deciding upon the form of 
its security offerings.”** At a later date the Treasury was moved to 
report that its financing responsibility could not have been dis- 
charged except for “‘. . . the wholehearted cooperation of the Federal 
Reserve System. . . .”*’ The Treasury also made issues with long 
maturities ineligible for bank purchase, limiting them to 3/8 per 
cent ninety-one-day bills up to ten-year bonds. At the same time, due 
to the existing rate pattern which could not have been maintained 
without the aid of the Reserve authorities, the Treasury was given 
assurance of a continuous market for its future issues at known 
prices. 

As a matter of fact, the whole Treasury debt program was planned 
so that it “. . . should borrow from the banks only on a residual 
basis. . . .””*° It was recognized early by the Treasury that the more 


that was borrowed from non-banking sources the less residuum there | 


would be for the banks to take up, lessening the dangers of inflation 
and greatly facilitating the postwar adjustment. The limited use of 
the banking system would “. . . minimize the risk of inflation . . .””° 
and at the same time reduce the problem of postwar refunding. 
Further co-operation between the Treasury and Reserve Board 
was indicated by a joint announcement on November 23, 1942, in 
which the Comptroller of the Currency and the Federal Deposit 
an “¢ Report of the Board of Governors for the Year Ending December 31, 
rp. 5. 


24. Annual Report of the Secretary of the Treasury, for the Year Ending June 30, 
1942, p. 45. 


25. Federal Reserve Bulletin (June, 1952), p. 658. 


26. Annual Report of the Board of Governors for the Year Ending December 31, 
1941, p. 6. 


27. Annual Report of the Secretary of the Treasury, for the Year Ending June 30, 
1943, p. 8. 


28. Ibid., p. 77. 
29. Ibid., p. 5. 
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Insurance Corporation concurred, which assured banks that they 
would not be criticized by the examining authorities for their hold- 
ings of government securities, except ineligible bonds. In addition, 
they were assured that they “. . . would not be subject to criticism 
for availing themselves of the facilities of the Federal Reserve Banks 
to borrow or to sell Treasury bills for the purpose of restoring their 
reserve positions.”*® The way was thus left open for the banking 
system to continue its reserve position to insure the successful fi- 
nancing projects of the Treasury. 

At the close of the war, another measure of co-operation was 
shown between the Treasury and the Board, wherein the former con- 
centrated its debt reduction in those issues principally held by the 
Reserve Banks and the commercial banks. Thus on December 31, 
1945, Reserve Banks held a total of $24.2 billion in government 
securities while on the same date two years later this had been re- 
duced to $22.5 billion.*! The commercial banks which on the former 
date held $90.6 billion had reduced their holdings to $69.2 billion by 
December 31, 1947.** These reductions were made possible by the 
Victory Loan and the modest Treasury budget surpluses and were 
paid off by drafts on the Treasury’s deposits at the Reserve Banks. 
Retirement of debt held by others than banks would have been pos- 
sible, and the choice made shows a high degree of co-operation in the 
solution of a common problem. 

The areas of co-operation between the Treasury and Reserve 
authorities were numerous. The liaison carried on by staff members 
was continuous, and the objectives in financing the war were common. 
Except for this co-operation and co-ordination of policies the debt 
might have quite a different distribution which could well have com- 
pounded the postwar debt problem. 


III. CLEAVAGES 


Such gigantic financial undertakings as were completed during the 
war could not be accomplished, however, without differences. As 
early as its 1945 annual report the Board said “It is evident that 
more vigorous policies should have been adopted in order to raise 
more of the cost of the war through taxation and to restrict bank 
purchases of Government securities.”** Furthermore the Reserve 


30. Ibid., p. 79. 31. Ibid., p. 666. 
32. Federal Reserve Bulletin (June, 1952), p. 667. 
33. Annual Report of the Board of Governors for the Year Ending December 31, 
1945, p. 11. For a good discussion of the problems involved, see Henry C. Murphy, 
op. cit., chap. 6. But see the criticism of Murphy by Woodlief Thomas, “Lessons of 
War Finance,” American Economic Review, XLI (September, 1951), p. 618. 
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authorities were concerned over the extent to which institutions were 
“playing the pattern of rates,” and suggested that “. . . it could be 
discouraged by the discontinuance of the Federal Reserve policy of 
purchasing short-term Government securities at present low rates.””** 
This posted bill rate was part of the interest rate pattern, and origi- 
nally in 1942 “The Federal Reserve entered upon this arrangement, 
which gradually became a commitment, with some misgivings.”* At 
a joint meeting of Board and Treasury, Mr. George Harrison, form- 
erly president of the Federal Reserve Bank of New York, comment- 
ing on the proposed bill rate said “. . . that he did not mind having 
the rate posted but he would hate to see it impaled!”** It is then \ 
clear that the rate pattern established early in the war was under- 
taken with much reservation on the part of the Reserve authorities, 
and it was out of this cleavage of long standing that the principal 
postwar debt and monetary problem emerged, namely, what to do 
about interest rates. 

It is an axiom that each succeeding Secretary of the Treasury 
(Morgenthau to July, 1945; Vinson to June, 1946; and Snyder to 
the present) is desirous of reducing the interest rate below that paid 
by his predecessor. The war years were no exception, and in spite 
of the fact that interest rates were at their lowest point in history, 
one of the objects of the Treasury was that “. . . the cost of financing 
the war should be kept at a reasonable level.”** This apparently 
meant the low rates already attained, for on this basis the pattern 
had already been established. Three years later in his annual report 
for 1946 the Secretary of the Treasury was still devoted to the pat- 
tern, for he indicated that “No anti-inflationary purpose would be 
served by raising interest rates . . .””°° and he leaned for support on 
the President’s budget message of the previous year which stated 
that “Low interest rates will be an important force in promoting the 
full production and full employment in the post war period... . 
Close wartime cooperation between the Treasury Department and 
the Federal Reserve . . . will continue.”*® This could mean only one 
thing, that is, that the Treasury, supported by the Executive branch 
of the government, anticipated a continuation of the rate pattern. 


34. Annual Report of the Board of Governors for the Year Ending December 31, 
1946, p. 5. 


35. Thomas, op. cit., p. 622. 
36. Murphy, op. cit., p. 98. 


37. Annual Report of the Secretary of the Treasury, for the Year Ending June 30, 
1943, pp. 4-5. 


38. Ibid. (1946), p. 3. 39. Ibid. (1945), p. 6. 
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As we moved forward into the postwar period the problem ultimately 
resolved itself into whether the Reserve authorities would continue 
to support the rate pattern, thus continuing to supply bank reserves 
to the commercial banking system at an inauspicious time, or wheth- 
er supports would be either reduced or eliminated, thus imposing in- 
creased costs on the Treasury. In the resolution of this problem it 
was principally the government bills and long-term bonds about 
which opinions differed. 

The Reserve Board reported that the “liquidation of Government 
securities was an important source of funds for current spending and 
for credit expansion, and the Federal Reserve found it necessary to 
purchase securities in order to maintain a stable and orderly market 
for Government securities.’*® following the war. This was a policy 
the Reserve Banks desired to reverse. Table 2 indicates the holdings 
of the Reserve System after the war up to the accord. 

One of the important early postwar problems of the Reserve Banks 
was the necessity under which they found themselves to acquire in- 
creasing amounts of bills at the 3/8 per cent posted bill rate. Thus 
in Table 2 the figures indicate an increase of $2.6 billion from April, 
1946, to January, 1947. This was due to two primary causes. First 
was the payment by the government of some of its debt by the use of 
its deposits at commercial banks, which tended to extinguish such 
deposits as had arisen from bank bond purchases, but which tended 
to increase reserve requirements when payments were made to others 
than banks. This was because as deposits in the government loan 
account they were free from reserve requirements, while as deposits 
of others they were reclassified into deposits requiring reserves. An- 
other factor was the tendency of banks to sell bills to the Reserve 
Banks to purchase long-term Governments.* in order to obtain a 
higher yield on securities which were guaranteed in price. 

In view of this problem, therefore, it was decided to increase 
short-term bill rates, the first rise in yields occuring in July and the 
second in late October and early November of 1947.** At the same 
time the certificate rate was unpegged from its 7/8 per cent level and 
also was permitted to rise. This change in policy, however, was not 
so easy, since the Treasury strongly favored the continuation of the 
rate pattern, its opposition originally being displayed when the pref- 

40. Compendium of Materials on Monetary, Credit, and Fiscal Policies (Joint Com- 


mittee on the Economic Report, 81st Cong., 2d Sess. Sen. Doc. 132), p. 36 (Douglas 
Report). 


41. See Annual Report of the Board of Governors, for the Year Ending December 31, 
1946, pp. 5-6. 


42. Patman Report, p. 364. 
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erential discount rate was abolished.** Nevertheless, this rise in the 
bill rate had the desired effect of narrowing the rates between bills 
and long bonds, and was effective “. . . in reducing the shifting of 
short-term securities to the Federal Reserve . . .”** The increased 
yield made them more attractive as investments to banks, which was 
the effect desired by the Reserve authorities. 


TABLE 2 
HOLDINGS OF FEDERAL GOVERNMENT OBLIGATIONS BY THE 
FEDERAL RESERVE SYSTEM BY QUARTERS, END OF 


























January April July | October 
1946 total......}| $23.2 $22.7 $23.6 $23.5 
a 20.9 20.2 22.3 22.0 
Bondst : 2.4 2.6 1.4 1.5 
1947 total 23.9 21.9 21.5 22.1 
Bills. . 22.8 20.8 | 20.4 20.7 
Bonds ‘i 1.1 1.1 1.5 
1948 total......| 21.9 20.3 21.3 23.3 
Bills... . 15.6 12.2 12.6 12.4 
Bonds 6.3 8.1 8.7 11.0 
1949 total | 22.4 21.1 18.5 17.3 
Bills . 11.9 12.2 10.7 9.8 
Bonds 10.2 8.9 7.8 7.3 
1950 total 17.8 7.8 18.0 19.3 
Bills ‘ 10.7 11.6 13.1 15.1 
Bonds 7.1 6.2 4.9 4.2 
1951 total $21.5 $22.7 
Bills. . 16.5 16.2 
Bonds 5.0 6.6 


| 


_ * Derived from the monthly Federal Reserve Bulletins for months and years in 
dicated 
t Federal government 3-month discount bills. 
_t Includes industrial loans and acceptances up to January, 1949. Bonds are obli 
gations with 15 or more years to maturity 


The second most significant thing about the figures in Table 2 is 
the extensive rise in the holdings of long-term bonds by the Reserve 
Banks from October, 1947, to the following October in 1948. There 
was “. .. a marked weakness in the Government bond market start- 
ing in October 1947,’*° and at this time the Reserve Banks bought 
heavily in order to hold the price at or above par. In spite of the 

43. See the exchange of correspondence between the Board and the Treasury, Patman 
Report, pp. 55-58. 


44. Ibid., p. 359. 45. Ibid., p. 63. 
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fact that about $94 billion were purchased the Treasury was critical 
of the lack of enthusiasm on the part of the Open Market Committee. 

Much of this selling originated outside the banking system from 
institutional investors and the Reserve authorities questioned the 
“. . . advisability of the Federal Reserve continuing to supply in- 
flationary funds. . . .”*° It was suggested that one way to curb the 
attractiveness of such sales would be to permit the long-term rates 
to rise higher. This, however, posed the problem of a higher debt 
cost to the Treasury. 

Re-examination of Table 2 indicates that total Reserve credit had 
been reduced from a peak of $23.9 billion in January, 1947, to a low 
of $17.3 billion in October, 1949. Commencing, however, in July, 
1950, total credit again began to expand by increased Reserve pur- 
chases of both bills and bonds. This was due to two principal causes, 
the outbreak of the Korean war and a “. . . sharp and inflationary 
expansion in private demands for credit.”** Anticipatory buying on 
the part of consumers and inventory building on the part of business 
were the two principal causes. 

The Reserve Board met this situation with several moves. On the 
deflationary side it raised the rediscount rate from 14 per cent to 
1 3/4 per cent. This was mostly a gesture, however, since indebted- 
ness of member banks was extremely modest. In addition, the market 
was such that the Reserve Banks were able at times to sell some bill 
holdings. In January, reserve requirements of member banks were 
raised. These steps were all anti-inflationary. 

On the other hand, certain counteracting actions were necessary. 
To aid the Treasury in its refinancing program in both September 
and December of 1950 both short and long Governments were pur- 
chased, and from mid-November on “. . . both short-term and long- 
term yields on Government securities were again firmly pegged until 
the Treasury-Federal Reserve accord in early March.’** The net 
result of this was to permit a continuation of inflation in so far as 
monetary policy was concerned, although its pace was restrained. 
Thus the Reserve Banks found themselves in almost the same situa- 
tion as they had been in five years earlier, and the attempts to reduce 
central bank credit were defeated by the continual need to support 
the Treasury’s program. 

Turning to the problems of the Treasury, these revolved about the 
dropping of the preferential rate on bank investments secured by 


46. Ibid., p. 359. 
47. Ibid., p. 363. 48. Ibid., p. 365. 
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government securities, the unpegging of the bill rate, and the protec- 
tion of the long-term rate. The great concern of the Treasury was 
over gearing the interest costs on new and refunding issues to the 
going rate at the time the operation was undertaken. So concerned 
was the Secretary that in his annual report for 1949 he stated that 
“An increase of as little as $ of 1 per cent in the average interest 
paid on the debt would add about $1} billion to this charge.”*” The 


TABLE 3 


YIELDS ON FEDERAL GOVERNMENT BILLS AND BONDS 
BY QUARTERS, END OF THE MONTH FIGURES, 1946-51* 























January | April | July October 

1946 | 

Billst. . 375% 375% | 375% | 375% 

Bondst | 2.28 | 2.08 as | 2.00 
1947 | 

Bills. . 376 376 | 703 | 857 

Bonds / 220 | 2.19 ' ae a.a8 
1948 

Bills | .97 997 997 | 1.120 

Bonds. | 2.45 2.44 2.44 | 2.45 
1949 es | ee oe er | | 

Bills 1.160 1.155 990 | 1.044 

Bonds | 22 2.38 a | 2.08 
1950 | 

Bills. . . 1.090 1.159 1.172 1.329 

Bonds. . 2.20 2.30 2.34 2.38 
1951 

Bills... . | tia 1.520 

Bonds | 2.39 2.56 











* Derived from Federal Reserve Bulletins for months indicated. 
t Yield on new offerings during period. 


t Bonds of 15-year or longer maturity. 


whole problem from the standpoint of the Treasury hinged on the 
ability to keep yields from rising. 

As early as July, 1945, according to the Treasury, differences be- 
tween it and the Reserve authorities developed over the elimination 
of the preferential rate of 4 per cent on advances to member banks 
secured by federal securities with not more than a year to maturity. 
A discussion of the same problem came up again in December, 1945, 


49. Annual Report of the Secretary of the Treasury for the Year 1949, p. 20. 
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and in early 1946. The Reserve Board, fearing further monetary 
ease, was desirous of increasing the rate, but under date of March 
28, 1945, the Secretary of the Treasury wrote to the Board chairman 
saying that he “. . . was opposed to increasing the rate . . . I still feel 
that this action should not be taken at this time. . . .”°° for this would 
be interpreted by the market as a move toward “higher short-term 
interest rates.” In spite of the Treasury’s objection, however, the 
preferential rate was eliminated by the Open Market Committee in 
April, 1946. 

Another point of difference, more, however, of degree than of sub- 
stance, was the problem of unpegging the 3/8 bill rate and the 
7/8 certificate. The reconversion of industry had progressed satisfac- 
torily and now some counter-inflationary steps could well be taken. 
As a consequence, an agreement was reached and “The bill rate was 
allowed to move up starting in July 1947.”" as is indicated in Table 
3, to a new support level just below 1 per cent. The one-year certifi- 
cates were likewise moved up from the 7/8 per cent peg to 14 per 
cent by the fall of 1948. The differences at this juncture were not 
concerning whether short rates should be moved up, but with regard 
to the speed in so doing. 

In the latter part of 1949 and the early part of 1950 the Reserve 
authorities were again anxious to raise the short-term rates, which 
rates on bills by this time had been permitted to rise to slightly 
above 1 per cent. “The Treasury was not sure that this was desirable 
so soon, and felt that caution was called for.’”’* The Treasury was 
willing, however, to go along on an increase in the certificate rates. 
In spite of the Treasury’s protests on raising the bill rate, such an 
eventuality occurred, as is indicated in Table 3. 

When the Korean war broke out in 1950 the Treasury visualized 
a third world war. If such an eventuality occurred, this would mean 
additional debt added to the already prodigious amount outstanding. 
“Nevertheless, the Federal Reserve wanted to raise short-term in- 
terest rates.””* To this the Treasury objected for fear it would com- 
plicate the government market at a time when huge new financing 
might be forthcoming. 

Both the Treasury and the Reserve Board were anxious to restrain 
inflation which had been reflected in Consumers’ Prices, the index 
of which had risen from 128.6 at the end of 1945 to 170.2 at the end 


50. Patman Report, p. 55. 52. Ibid., p. 65. 
51. Ibid., p. 62. 53. Ibid., p. 68. 





— oO 


> = 


OQ. et et SK QL ol 


oe or a 


——4 caw CL Ps 


me 


ane Ge ate at, 9 











: 


The Treasury—Federal Reserve Accord 595 


of 1949. The Treasury, however, which proposed to combat this 
problem by promoting greater savings, cuts in non-defense expendi- 
tures, and selective controls, was critical of the Board which felt that 
in addition “. . . great reliance should be placed on traditional meas- 
ures of general credit restraint which involved a declining securities 
market and increases in interest rates. It was in this specific area 
that disagreements between the Treasury and the Federal Reserve 
arose.””°* This points up the fact that while the objective was mutual 
the means of achieving it were not identical. 

In this difference of opinions the Treasury was faced with im- 
portant debt operations involving some $134 billion of securities. A 
Treasury announcement of refunding terms was made on August 18, 
1950, for the September-October operations. This announcement 
was made in anticipation of a continuation of the existing rate pat- 
tern. On Monday, August 21, however, the “. . . short-term rates . . . 
were allowed to reach levels inconsistent with the rate on the re- 
funding offering of the Treasury,’””’ and in addition, on the same 
date the Board raised the rediscount rate in all Reserve Banks from 
14 per cent to 1 3/4 per cent. “The result of the actions of the 
Federal Reserve System was a significant financing failure for the 
Federal Government.”** This obviously did not help iron out any 
differences concerning the short-term market rate. 

According to the Treasury, the handling of the long-term issues 
was equally unsatisfactory. In December, 1947, the Reserve au- 
thorities dropped their price support by more than two points, 
though no bonds were permitted to go below par.** Again in the first 
half of 1950 the Reserve Banks sold $1.6 billion of bonds, at a time 
during which the market displayed some weakness.”* Finally on 
January 29, 1951, the Open-Market Committee reduced its support 
price on Victory 24’s, “. . . which was the most significant of the 
long-term Treasury issues, marketwise.’”**® This provided dishearten- 
ing prospects for the Treasury. 

Thus since the beginning of 1946, for a period of five years the 
Treasury had seen its rates rise continually. The bill rate had risen 
from 3/8 per cent to 1 3/8 per cent, while long-term bonds had risen 
in yield from a low of 2.19 per cent to 2.47 per cent. This could spell 
only one thing to the Treasury, a significantly higher debt service. 
Relations, therefore, were not cordial. 

54. Ibid., p. 69. 57. Ibid., p. 63. 


55. Ibid., p. 70. 58. Ibid., p. 66. 
56. Ibid., p. 70. 59. Ibid., p. 73. 
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IV. Accorp 


The main problem toward which the accord was aimed was two- 
fold. First, markets must be in such condition as to absorb a large 
volume of securities at reasonable rates. Second, the financing under- 
taken must be such as to preclude additional monetization of the 
debt by the banking system. On January 31, 1951, the President 
called in the Open-Market Committee for a conference on the prob- 
lem. Meetings involving the banking committees of both Houses of 
Congress, the Chairman of the Board of Governors, representatives 
of the Treasury and the Chairman of the Joint Committee on the 
Economic Report were held during early February. Finally “. . . the 
Chairman of the Board informed the Treasury that, as of February 
19, the Federal Reserve was no longer willing to maintain the exist- 
ing situation in the Government security market.’ Since the Trea- 
sury would be required to raise some $50 billion by new issues and 
refunding operations, it became apparent that some agreement had 
to be reached. Representatives of both the Treasury and Reserve 
system were, therefore, designated to reach an agreement, and this 
agreement was the “accord” referred to at the beginning of this 
article. 

There were four facets to the problem with which the representa- 
tives were concerned and for which a solution (temporarily at least) 
was devised, as follows: 

First, since there was a large volume of long bonds overhanging 
the market, it was agreed that a new offering of 29-year 2 3/4’s non- 
marketable bonds, convertible into a 5-year marketable Treasury 
note in exchange for the redundant outstanding long bonds, would 
relieve the market pressure. This offering was successful and thus 
relieved the market. 

Second, it was agreed that, if after the exchange offer was an- 
nounced any selling of long bonds was thereby induced, the Federal 
Reserve would purchase such securities if offerings were “excessive” 
on a “scale-down of prices.” 

Third, it was agreed that the Federal Reserve would immediately 
reduce or discontinue its purchases of short-term securities, to per- 
mit the rate to rise to the point at which banks would depend upon 
rediscounting at the Reserve banks. Furthermore, in the absence of 
unforeseen circumstances the Reserve authorities agreed not to in- 


60. Ibid., p. 73. 


61. Ibid., pp. 74-76. The Treasury and Reserve authorities submitted identical re- 


sponses to the Committee’s question. For the Federal Reserve response see pp. 349-51. 
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crease the rediscount rate of 1 3/4 per cent during the balance of 
1951. 

Fourth, it was agreed that more frequent conferences would be 
held between the Treasury and the Reserve system for closer col- 
laboration in working out the financial needs of the federal govern- 
ment. 

The question is, What does the accord mean? Two of the fore- 
going four points we can dismiss immediately. The first point is a 
fait accompli and has served the purpose for which it was designed. 
The fourth point is one of those platitudinous statements which, 
while not unwelcome, leaves all parties to the agreement free from 
any defined responsibility. The substantive points, therefore, are 
numbers two and three. 

So far as the second point is concerned, it apparently relates to 
any market disturbance to long Treasuries occasioned by the an- 
nouncement of the 2 3/4’s. The weak points in this statement are 
two, first, it is not possible to determine whether a seller was moti- 
vated by the exchange offer or some other reason. The Reserve 
Banks, therefore, to make good on their responsibility would have 
to buy all such “excessive” offerings. Second, for what period is this 
responsibility to hold, only for this operation, or the next, and the 
next? In other words as an emergency obligation this aspect of the 
accord is one thing, as a continuing obligation it is quite another 
thing, and begs the whole problem. 

The third point is probably the most important aspect about the 
whole accord. Interest on reserve balances is an old question in this 
country, running back at least to 1850. But the theory of bank re- 
serves, from the early bankers’ balances to central bank reserves, 
has consistently maintained objections to interest on reserve bal- 
ances. Yet at the peak of bank holdings several billions of bills were 
held by the commercial banking system which were interest-bearing 
but which could be converted into legal reserves at will and at no 
sacrifice. Some measure of support can be mustered for such an ar- 
rangement as an emergency device, but as a regular principle of 
banking it should be condemned. Strong arguments can be advanced, 
as a matter of fact, for permitting the bill rate to rise slightly in 
excess of the rediscount rate. Under such circumstances the con- 
version of bills into legal reserves would thus involve a penalty, and 
would relieve the Reserve Banks of an onerous commitment which 
would benefit the whole monetary and banking structure. This third 
item in the accord, therefore, stands out as an extremely beneficial 
forward step if carried far enough. 
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One question, however, remains: Where should ultimate respon- 
sibility reside? Is the Reserve System under some moral or legal 
obligation to maintain a rate pattern to accommodate the Treasury, 
or must the Treasury expect to borrow at such rates as it finds in 
effect at the time of its offerings? Certainly the Reserve Banks are 
under no statutory responsibility either to stabilize the government 
market or to assure future prices. The great mistake of the Open- 
Market Committee was made in 1939 when it perverted its duty to 
be guided by the reserve position of member banks to that of pre- 
venting “disorderly conditions” in the government bond market. 
That is not the function of the System and could not help but lead 
into graver problems. It had no statutory authority for such a policy, 
and if it had been guided by its governing principle for open-market 
operations “. . . with a view to accommodating commerce and busi- 
ness .. .”°* it would never have found it necessary to later reach an 
accord with the Treasury. Furthermore, the whole history of the 
System indicates the indispensable need for it to be free from con- 
trol, lest it become an instrument of government and thereby pro- 
vide a means for the latter to skirt the processes of checks and bal- 
ances and to permit an attempt to seemingly evade economic limita- 
tions. It is absolutely essential that objectivity be retained in the 
Reserve Board, which must mean its co-operative independence. 

So far as the Treasury is concerned, its primary function is to 
assure the financing of government activities. Its principal source of 
funds must be taxes. For whatever deficit follows, it has every duty 
to rely principally upon non-expansionist sources and on the banking 
system only to the extent as is necessary for the accommodation of 
commerce and business. After all, it is the economic system which 
supports government credit and not the reverse. To use the banking 
system as a means to exact unwilling contributions from the citizens 
is both immoral and unethical. To expect to have its offerings stabi- 
lized, and thus to be “guaranteed” a future market by the Reserve 
Banks and the commercial banking system is nothing less than a 
forced levy through the process of price changes. Various methods 
for the same result have evolved over the centuries, but they have 
uniformly been condemned since the time of the Punic Wars. The 
Treasury, therefore, must be expected in the future to borrow in the 
open market without the benefit of “support prices,” and must over- 
come the fetish of low interest rates. 


62. Federal Reserve Act, Sec. 12A, Par. c. 
63. Patman Report, pp. 242-48. 
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Several conclusions stand out in the origin and evolution of the 
problems which were resolved in the accord. 

1. The bill rate should have been allowed to rise in the first quar- 
ter of 1946, since the fall in long-bond yields was equivalent to a 
relative rise in short-term yields, and to free the latter would have 
been the better policy. 

2. The gratuitous action of the Reserve Banks to provide orderly 
markets and support prices should be abandoned. 

3. The Reserve System should be permitted to carry out its poli- 
cies independently. 

4. The Treasury must depend more upon non-expansionist sources 
and less on the banking system for its needs. 

5. The lack of Reserve support after the war would have pre- 
vented or at least restrained price rises, thus reducing government 
costs, moderating the size of the deficits, reducing the volume of 
necessary borrowings, and thus would have held down the aggregate 
cost of government debt services. 

6. The Treasury must align its borrowing operations to the capac- 
ity of the economy, rather than expecting the economy to adjust to 
the borrowing needs of the Treasury. 

7. Both the Reserve System and the Treasury have a joint re- 
sponsibility in their respective fields to maintain the integrity of the 
internal value of the dollar, and each should therefore operate with 
co-operation, but with independence. 





ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


BANK FAILURES IN THE DISTRICT OF COLUMBIA 
IN THE TWENTIETH CENTURY* 


SisTER M. ALEXINE BEATTY 
Catholic University of America 


THE PuRPOSE of this study is the presentation of a historical and 
analytical survey of the banks which failed in the District of Co- 
lumbia since 1900. Its organization, therefore, is divided into two 
main sections, each composed of three chapters. The first and his- 
torical section provides (1) a panoramic view of bank failures in 
the United States from 1863 up to 1948, and (2) individual his- 
tories of the banks which failed in the District of Columbia during 
the period 1866 to 1836. The second and analytical section, devoted 
to ratio analyses, comprises (1) a critical exposition of the proce- 
dure involved, and (2) the ratio analyses proper—in both tabular 
and textular form. The study is completed by chapter vii which 
summarily presents the conclusions which research appears to have 
established. 

The histories and the analyses demonstrate that the District had 
neither a monopoly nor a rare disease. Washington’s bank failures 
can be discerned as one segment of the mosaic that depicts the 
unique story of banking failures in but 84 years of the nation’s his- 
tory. Its banking sickness and deaths—so autopsy revealed—were 
caused by indiscriminate diseases that could have been detected in 
their incipient stage through the use of certain ratios, especially in 
the hands of an internal analyst who is better equipped to add quali- 
tative analysis to quantitative. 

The principal purpose of such analyses is to determine present 
financial condition, to highlight symptoms, and to indicate trends. 
The writer, therefore, selected thirteen important bank-statement 
ratios that purported to be indicators of the soundness or the weak- 
ness of banking institutions. 


* A doctoral dissertation completed at the Catholic University of America. 
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1. Capital to deposits —Revealing the proportional contribution 
of the stockholders and the depositors to the banking business. 

2. Capital to total assets —Indicating the percentage which assets 
might shrink before creditors incur loss, or the adequacy of the 
capital cushion against future asset depreciation. 

3. Cash to total assets ——Pointing out the immediate liquidity of 
a bank, that is, the primary reserve. 

4. Loans and discounts to total assets —Reflecting the proportion 
of total resources devoted to a normal banking function—one having 
higher earning power. 

5. Loans, discounts, and investments to total assets —Measuring 
the percentage of banking resources in the form of earning assets. 

6. United States Governments to total assets Demonstrating 
the percentage of banking funds which are invested in the second- 
ary reserve par excellence—the “acme of the investment list” ac- 
cording to Paton. 

7. Real estate assets to total assets —Expressing the relationship 
between assets which are most frequently non-income-producing 
(and least liquid) and total resources. 

8. Cash to total deposits —Presenting the relationship of the pri- 
mary reserve to the deposits which it protects. 

9. Cash and United States Governments to total deposits.—Illus- 
trating the depositors’ protection more significantly than the previ- 
ous ratio. 

10. Loans and discounts to total deposits —Measuring the degree 
to which depositors’ funds are employed in what is normally the 
largest segment of a commercial bank’s income-producing assets. 

11. Time deposits to total deposits Principally demonstrating 
the percentage of deposits ordinarily available for long-term invest- 
ment, this earning-power ratio is an indicator in three respects. 

12. Loans, other bonds and stocks, and real estate (minus capital 
funds) to deposits ——Exhibiting the relationship between assets of 
uncertain liquidity and total deposits, this ratio is considered an 
excellent indicator. 

13. Real estate assets to capital—Revealing the percentage of 
capital funds, the stockholders’ equity, that is not available to ab- 
sorb losses in earning assets. 

Recognized as objective tools that supplement—but not supplant 
—knowledge and good judgment, the ratios were applied over a five- 
year period as a test of validity. They appear to have disclosed cer- 
tain indications of the catastrophe that actually culminated for the 
banks when receivership became a reality. 
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In brief, causes of failures can be found principally in mismanage- 
ment, or weak management, the faulty composition and character of 
earning assets, excessive investment in banking house, disloyalty 
and dishonesty of employees, multiple banking interests, speculative 
activities, and adverse economic forces. 

Finally, a decrease in banking offices was not necessarily a con- 
comitant of the drastic decline in the number of banks in the Dis- 
trict and throughout the country, especially between 1921 and 1934, 
Absorptions, mergers, and consolidations, as well as the “Spokane 
sale” plan, in many cases gave to the American economy larger and 
stronger financial combinations having more extensive branches. 
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FEDERAL LAND BANK LOAN OPERATIONS 
IN WESTERN WASHINGTON 1917-49* 


Kermit O. Hanson 
University of Washington 


THE UNITED STATES BUREAU OF THE CENSUs has reported a marked 
increase in part-time farming in western Washington since 1934. 
Although some of this increase was undoubtedly the result of in- 
creased off-farm employment opportunities during World War II, 
it is believed that much of this trend has been due to the continuing 
population growth and industrial development of the region. Other 
factors which have contributed to this situation are the small size 
of farms, the seasonal nature of certain employment opportunities, 
the all-weather roads, and the proximity of many agricultural areas 
to towns and cities. Recognizing that increased off-farm employment 
may have an important bearing on long-term farm loan risks, the 
Federal Land Bank of Spokane provided the author with the basic 
data necessary for a loan experience study. 

Western Washington embraces nineteen counties and is separated 
from eastern Washington by the rugged Cascade Mountains. The 
region is relatively new, with its greatest development having oc- 
curred since 1900. Principal industries include lumbering, manu- 
facturing, fishing, and shipping. Types of farming include dairy, 
poultry, general, tree fruits, and truck and berries. Although the 
total number of farms has remained relatively constant, the per- 
centage of operators engaging in off-farm work increased from 46 
per cent in 1934 to 57.3 per cent in 1944. More significantly, the 
percentage of total operators working 250 days or more off-farm in 
1934 was only 8.7 per cent as compared with 41.0 per cent in 1944. 
These data suggest that off-farm employment opportunities have 
absorbed an increasing amount of excess farm labor; this, in turn, 
would imply that much of the increase in part-time farming in west- 
ern Washington may reflect an adjustment on the part of rural 
rather than urban populations. 

Federal land banks are authorized to grant loans only to those 
part-time farmers whose normal agricultural earnings will be suffi- 
cient to meet farm operating expenses, including loan installments; 


* A doctoral dissertation completed at Iowa State College. 
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further, off-farm income necessary for family living expenses must 
be available to a typical operator. A total of 13,466 loans for over 
$39 million were closed during the period 1917-49. Unfortunately, 
federal land bank records did not designate whether loans were to 
part-time or full-time farmers prior to July 1, 1945. Subsequent to 
that date, a total of 1,258 loans were granted, of which 381, or 30 
per cent, were to part-time farmers. 

An analysis of loans closed after June 30, 1945 revealed that the 
primary characteristic which distinguished part-time from full-time 
farms was cultivated acreage. Only 14 per cent of the part-time 
farms had more than 30 cultivated acres, as compared with 73 per 
cent of the full-time farms. No significant difference was found be- 
tween part-time and full-time farms in regard to values of dwellings, 
ages of operators, or the number of years which operators had 
owned their farms prior to obtaining a loan. 

Since no losses have occurred on loans closed subsequent to June 
30, 1945, the only measure of loan experience was the percentage of 
loans which had been paid off. Fourteen per cent of the part-time 
farmers had paid off their loans by cash, whereas this had been 
achieved by only 6 per cent of the full-time farmers. 

Detailed analyses were also made on loans closed prior to July 1, 
1945. Close correlation was observed between loan experience and 
(1) the period during which the loan was made, (2) the net income 
area’ in which the farm was located, (3) the debt load, that is, the 
amount of debt in relation to the value of the property, and (4) the 
number of cultivated acres. Since cultivated acreage appeared to be 
the primary characteristic which differentiated part-time from full- 
time farms, loans were further analyzed by cultivated acreages with- 
in (1) periods, (2) net income areas, and (3) debt loads. In each 
instance, the best experience was consistently found on loans on 
smaller farms. 

The findings of this study indicate that part-time farmers who 
can qualify for federal land bank loans constitute good risks. The 
continuing economic development of the region suggests that oppor- 
tunities for off-farm income will continue to expand, thereby further 
reducing the risk on loans to part-time farmers. 


1. Net income areas reflect off-farm income as well as farm income potentialities. 
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PUBLIC DEBT MANAGEMENT* 


NorMAN H. LEONARD, Jr. 
Ohio Wesleyan University 


WHAT THEORETICALLY defensible and politically feasible debt man- 
agement policy should be pursued during inflation? An analytical 
and theoretical approach, using both income flow analysis and the 
theory of price leadership, convinces the writer that “neutral” debt 
administration is indefensible. Management should assume a posi- 
tive role in attempting to secure economic stability. This judgment 
leads to a series of policy recommendations: 

1. There should be no general increase in the interest rate on U.S. 

obligations. 


A. 


Higher rates would not substantially reduce the volume of 
bank-held debt. Supply elasticity of abstinence savings is in- 
sufficient to bring about much greater non-bank absorption. 
Demand for funds is not greatly reduced by a moderately 
higher interest rate. 


. Low rates do increase liquidity and available purchasing 


power, but liquidity does not necessarily bring a proportional 
change in the volume of spending. The volume of debt which 
accompanies low rates makes large commercial bank owner- 
ship mandatory. This tends to increase the price level, in- 
crease access to bank reserves, and to reduce the incentive 
for commercial banks to extend private loans. 


. Low rates reduce the monetary burden of interest payments. 


Although such payments are a transfer rather than an ex- 
haustive expenditure, they influence important economic vari- 
ables. These transfers increase inequalities in the distribution 
of income, reduce consumption expenditures, and increase the 
funds available for investment. 


2. Low interest rates should be accompanied by government policy 
which seeks a higher national income, if necessary with a rela- 
tively high general price level. 

3. Taxes levied to pay interest should be progressive enough to pre- 
vent either unused savings or real capital expansion out of rea- 
sonable relation to the volume of consumer spending. 


* A doctoral dissertation completed at Yale University. 
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4. The Treasury should continue and strengthen its policy of money 
market control through price maintenance, rationing, and differ- 
entiated issues. 


A. 
B. 
_ to 


D. 


Interest charges would be minimized. 

Political attacks on interest recipients would be reduced. 
Differentiated issues would make possible a system of rates 
based on the income needs of capital suppliers who furnish 
essential public services (e.g., charitable and educational in- 
stitutions). 

The security market would be stabilized. 


5. There should be an issue of callable perpetual obligations and an 
issue of annuities. 


A. 


Fixed maturity dates and non-callable redeemable issues 
make the quantity of cash outstanding a function of public 
desires rather than of public policy. 

Annuities would tend to smooth the public’s cash position 
and make the impact of debt payment more predictable over 
time. 


. Annuities would cause debt to flow toward non-bank holders 


(e.g., for industrial retirement schemes, etc.), thus reducing 
the potential pressure toward inflation. 


6. There should be an additional reserve requirement of a security 
whose quantity could be controlled by monetary and credit au- 
thorities. 


A. 


B. 


C. 






The extreme liquidity which now accompanies redeemability 
and marketability precludes effective quantitative control. 
Quantitative control can be made effective by any technique 
which makes the reserve base scarce. 

A new type reserve subject to direct quantity management 
by government would re-establish effective credit control while 
continuing the advantages of the present policy. 
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THE LONG-RUN EFFECTS UPON THE UNITED STATES 
OF THE INDUSTRIAL DEVELOPMENT 
OF THE FAR EAST* 


GrorGE ROSEN 
Bard College 


THE OBJECTIVE of this dissertation was to explore theoretically the 
economic effects of the industrialization of India and China upon 
the United States. This examination involved a combination of the- 
oretical analysis, and the application of this theory to the statistical 
material available on India and China. 

The theoretical framework used was the theory of international 
trade. An attempt was made to determine those fields in which India 
and China might have a comparative advantage, which would en- 
able them to compete effectively in the production of industrial 
goods. Then, assuming that the two countries did industrialize to a 
technical level approximately equivalent to that of Japan (possible 
new techniques were not considered), calculations were made of 
the output of various types of goods that the countries would pro- 
duce, the percentage of workers in India and China that would be 
employed, and the raw material requirements for such a level of in- 
dustrialization. Following this, the foreign trade and productive 
structure of the United States was examined to estimate the effect 
of this industrialization upon the comparative advantage of this 
country, under conditions of relatively free movement of goods in 
international trade. 

The population of 800,000,000 people in India and China is both 
a source of a major comparative advantage, as a supply of relatively 
inexpensive labor, and a major problem in the attempt to raise the 
living standards of the people. Industrialization is probably the one 
hope of the latter goal, but any industrial program would have to be 
very extensive if it were to employ a large proportion of the total 
population. It is doubtful if there is sufficient internal consumer’s 
demand for industrial products, at present low per capita incomes, 
to support such a program, so that a large part of the output might 
have to be exported. This might so reduce the prices of manufac- 


* A doctoral dissertation completed at Princeton University. 
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tured exports relative to raw materials and foodstuffs that any ini- 
tial comparative advantage would be greatly reduced. 

At the same time the potential increase in population as a result 
of industrial development is probably great enough to force recourse 
to higher cost food-producing areas. This would mean that any 
gains in income achieved by industrialization might gradually be 
absorbed by the higher price of the foodstuffs, required to supply 
the much greater population. If, of course, population should not 
rise in the manner expected, or great sources of low-cost food sup- 
plies were made available, there would be a possibility for a rise in 
per capita incomes in both countries. 

The long-run effect upon the United States may vary. If the de- 
mand for food and raw material is very great and prices rise accord- 
ingly, it may prove economical for this country to export more food- 
stuffs and raw materials to the Far East in exchange for industrial 
products. If, however, incomes in the Far East rise, the United 
States may find it economical to trade luxury products and food- 
stuffs for cheaper Far Eastern industrial products. The worst long- 
run result might be if this country were forced to greater self suffi- 
ciency, but since the gain from foreign trade is a source of only a 
minor portion of our national income, this might not prove very 
serious. 
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TECHNOLOGY, CAPITAL AND GOVERNMENT 
FISCAL POLICY* 


Witiram E. ScHENK 
American Embassy, El Salvador 


THIs sTUDY explores some key phases of the role of organized 
knowledge in economic affairs. It attempts to consider the nature of 
such knowledge, the aims, means, and methodology of its application 
as well as its extension, and the incentives that lead to both these 
lines of development. Particular attention is paid to those points in 
our present economic system at which motives toward improvement 
and extension of knowledge break down, together with recommenda- 
tions for supplementing them. The study is divided into four parts. 

The first surveys briefly the nature of cost, whose reduction is the 
direct or indirect aim of application of knowledge, together with a 
consideration of the motives and incentives that lead to the extension 
and application of knowledge. Cost is analyzed into three com- 
ponents—time, physical exertion, and psychic elements; and princi- 
pal methods of reducing these components singly and in combina- 
tion are indicated. In particular, those aspects of cost are discussed 
which grow out of operation of the free-enterprise economic sys- 
tem. Remedies for resulting problems are critically surveyed. 

The second considers in some detail the nature of technology 
and the processes by which it is improved and refined, as well as 
surveying important issues in three areas of technological devel- 
opment of key importance in connection with the further reduction 
of cost. These are the areas of medical and educational technology 
and that of production of energy. Especial attention is given the 
likely need and most effective methods of government stimulation 
and direction of their growth. 

The third section of the study analyzes the nature of capital as 
the agency through which technology is applied, with special regard 
to its limitations and to frictions in, and obstacles to, the full utili- 
zation of existing knowledge. Important among these is the likeli- 
hood of heightened concentration and monopolization of industry 
as the optimum size of plants increases due to technological inno- 
vations, or made possible by inadequate legal safeguards of inven- 


* A doctoral dissertation completed at the University of Illinois. 
609 





610 The Journal of Finance 


tions and improvements. In this connection the patent system is 
rather fully considered as a key element in the creation of such 
legalized monopolies. 

The final section deals with government fiscal policy as it may be 
employed to further desirable extensions and applications of knowl- 
edge, and also to reduce that phase of cost that grows out cf the 
unpredictabilities of the business cycle. A synthesis is attempted, 
and a policy and governmental organization suggested, which should 
serve the double purpose of stimulating and encouraging the exten- 
sion and application of knowledge, and reduce the violence, to- 
gether with the human wastage and other costs, of the cycle. 
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THE INTERNATIONAL ECONOMIC POSITION 
OF MEXICO, 1900 TO 1949* 


JouHN WILLIAM Simpson 


THIS IS A STATISTICAL and historical study of the Mexican balance 
of international payments for the period 1900 to 1949. The trends 
of the major items in the balance of payments are traced through 
the period of the Mexican Revolution of 1910, World War I, the 
depression of the thirties, and World War II. The history of for- 
eign investments in Mexican mining, petroleum, railways, and land 
is told, and Mexican trade policy with reference to tariffs, export 
controls, banking and exchange regulations, and other controls is 
reviewed. Analysis is made of the exchange difficulties following ex- 
propriations of petroleum interests in 1938 and the devaluations 
following World War II. 

Mexico is economically a colonial appendage of the United States. 
Wars or depressions affecting the American economy inevitably gen- 
erate shocks in the Mexican economy. Part of the balance of pay- 
ments problems arises from the fact that Mexico sells raw materials 
in a highly competetive market and buys finished products in an 
oligopolistic market. 

Success or failure of the Mexican socialization program is de- 
pendent upon American foreign policy regarding imports and foreign 
investments and upon American domestic policy regarding full em- 
ployment. Industrialization in Mexico and the attempt to improve 
living conditions by technological change are dependent upon secur- 
ing loans and technical assistance from the United States. Even to 
acquire more tourist dollars will require more expenditures for roads, 
hotels, water systems, etc., all of which call for capital from the 
United States. Full employment in Mexico is related to exports to 
the United States, but also it is related to imports of capital equip- 
ment from the United States. 

The realization of the necessity for capital accumulation has come 
to Mexican bankers and industrialists, but the past political insta- 
bility and the present trend toward nationalization have not been 
conducive to the investment of private savings except in merchandis- 
ing and other businesses where expropriation is not a constant threat. 


*A doctoral dissertation completed at the Ohio State University. 
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TAXATION OF DISTILLED SPIRITS IN KENTUCKY 
AND OTHER STATES* 


Orsa F. TRAYLOR 


THIS DISSERTATION attempts an objective description and scientific 
analysis of the distilling industry in the United States as affected by 
the four major types of state-imposed liquor taxes. Three broad his- 
torical periods are covered—before, during, and after prohibition— 
with stress on the post-repeal period since 1933. 

The study in its entirety is published elsewhere. One major install- 
ment examines the state manufacturers’ production tax imposed on 
distilling activity per se.’ The chief whiskey-producing states of 
Kentucky, Illinois, Indiana, and Ohio for bourbon and Maryland 
and Pennsylvania for rye constitute the center of interest, with the 
Kentucky distillers’ problems being emphasized since they are the 
foremost state. The writer’s general conclusion is that the whiskey 
production tax did not restrict unduly distilling activities in Ken- 
tucky and in the other states having experimented with it. The eco- 
nomic position of the distiller is examined factually in an attempt 
to explore relations of the tax, if any, to whiskey production, stock, 
and withdrawal levels, etc., as well as to investigate liquor marketing 
problems and the relation of the tax to distilling costs. After tracing 
the historical origins and analyzing the revenue productivity of the 
production tax, the writer makes out an inductive case for its re- 
tention despite its discriminatory character. 

Other installments of the dissertation deal with ad valorem per- 
sonal property, occupational license, and consumption types of taxes 
on a nationwide basis and are published separately.” The focal point 


* A doctoral dissertation completed at the University of Kentucky. 


1. Whiskey Production Tax in Kentucky, 1933-1947. Bulletin No. 19 (Lexington: 
University of Kentucky, Bureau of Business Research, 1949), 53 pp.; “State Taxa- 
tion of Production of Blended Spirits,” National Tax Journal, II (June, 1949), 179-84; 
Production of Blended Spirits in Kentucky and Other States: Taxation and Market, 
Monograph of Kentucky Department of Revenue, Frankfort, Kentucky (April, 1949), 
44 pp. 


2. “Patterns of State Taxation of Distilled Spirits with Special Reference to Ken- 
tucky,” Quarterly Journal of Studies on Alcohol, YX (March, 1949), 556-608; ibid., X 
(June, 1949), 109-26; ibid., X (September, 1949), 316-46. 

The combined reprint is available from the Editorial Office, Yale University, New 
Haven, Connecticut. 
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remains primarily that of the distiller although these types of taxes 
affect the distiller less directly and/or with less importance than the 
manufacturers’ tax. 

The total personal property tax burden is found not to have af- 
fected appreciably movements of local stocks of whiskies or ware- 
house locations. The changes in location, when made, were motivated 
by business considerations. The bonding requirement leads to some 
discrimination because of less rapid turnover of liquor inventories as 
compared with other types of businesses. 

The analysis of occupational license-taxing patterns distinguishes 
the different bases for levying and examines the rate structures al- 
though the control purposes incorporated obscure isolation of def- 
inite taxing objectives. 

From the statistical evidence presented, the writer suggests the 
volume of whiskey sales, 1939-40, was not affected materially by the 
increasing state-gallonage taxes. Instead, whiskey consumption is 
mostly a function of available income. Other factors measured by 
means of correlation techniques include the percentage of the pop- 
ulation urban or rural and of foreign extraction, taxing rates, boot- 
legging, and administrative expenditures to enforce the law. 











WELLESLEY, A CASE HISTORY IN NEW ENGLAND 
TOWN FINANCE* 


ALICE JOHN VANDERMEULEN 
Claremont Men’s College 


As A CASE HISTORY in New England town finance, the record of 
Wellesley is atypical. The town has enjoyed adequate financial re- 
sources, freedom from industrial blight, and a civic-minded citizenry. 
The ingredients of a model community were present. The prime 
objective of this study was to describe and evaluate the perform- 
ance of Wellesley in light of its potentialities. There were two by- 
products of this endeavor—light was cast on the divergent financial 
problems of other New England townships, and insight was gained 
into the practicability of various tests of the quality of municipal 
services. 

An attempt was made to apply two types of criteria to each avenue 
of expenditure and to each source of revenue: criteria of adequacy 
and criteria of efficiency. Standards of adequacy were used to de- 
termine whether the quality of municipal services equalled levels 
thought to be desirable. Standards of efficiency were used to judge 
whether maximum services were provided with available resources. 

Accordingly, the plan of the study is topical, rather than chrono- 
logical. The record of each governmental function was separately 
evaluated in terms of the techniques and practices appropriate to it. 
Unfortunately, many of the standard criteria for municipal services 
could be applied only in a very limited way to the case of Wellesley. 
They could not be adjusted for the geographical and socio-economic 
characteristics of the town, nor could they overcome the capricious 
acounting methods of local officials. In addition, criteria were usual- 
ly of recent origin and strictly applicable to one point in time. When 
the standard criteria failed, it was necessary to rely on the judgment 
of state officials, technicians in governmental bureaus, and profes- 
sional experts. 

Expenditures in Wellesley showed a consistent pattern, shaped by 
the persistent desire of the townsmen to preserve their community as 
a pleasant residential suburb of Boston. Appropriations were liberal 


* A doctoral dissertation completed at Radcliffe College. 
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for those functions which contributed to the beauty of the environ- 
ment, but social welfare services for the poorer minority were often 
neglected. The over-all quality of services was high, and the state 
seldom had to exert pressure on the town to achieve minimum 
standards. Paradoxically, the direct cost to Wellesley of supporting 
the state government by payment of the state tax was less in almost 
every year than the distribution of state-collected taxes to this 
wealthy town. 

As one would expect of a community of persons long accustomed 
to wealth, expenditures were made carefully, although not always 
prudently. The townsmen frequently rejected more efficient methods 
if large capital outlay was involved. Their reluctance to forsake 
techniques associated with local independence exemplifies one of the 
limitations of local government in New England. 
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Business Finance 


Corporate Income Retention 1915-43. By Sercet P. Doprovotsky. New York: 
National Bureau of Economic Research, 1951. Pp. xviii-+-122. $2.50. 


In this study sponsored by the National Bureau, Dr. Dobrovolsky has made 
a substantial contribution to our knowledge of corporate financial policies in 
their relation to the economy as a whole. Granted that a trend toward corporate 
self-sufficiency might lead to a poor allocation of the nation’s capital resources 
or to a scarcity of investment opportunities for individuals, it would seem to be 
worth while to ascertain whether there has been such a trend; and to know 
whether corporate practice in the disposition of net income shows any clear 
pattern. It is to seek answers to such questions that Dr. Dobrovolsky has di- 
rected this investigation. 

With the exception of some data that include a few mining companies, the 
statistical materials studied were confined to manufacturing corporations. These 
included data from the Treasury Department’s Statistics of Income (for the 
period 1922-43); samples provided directly by the National Bureau relating to 
31 corporations (for the period 1915-21) and to 45 corporations (for the period 
1922-43); samples relating to 73 corporations (for the period 1917-43) from 
the files of the Wisconsin Tax Commission. For a special study of net-income 
retention by small corporations in the period 1926-36 a sample was used of 381 
companies compiled under the WPA Income Tax Study sponsored by the Treas- 
ury Department in connection with the TNEC investigations. For purposes of 
“cross-check” analysis, use was made of a special sample of 70 large companies 
representing 11 industries. In connection with the study of internal and external 
financing during cyclical expansions and contractions use was made of unpub- 
lished estimates compiled by George Terborgh. With such an array of factual 
data, there was little danger of fallaciously drawing conclusions from too few 
facts. 

The general plan of the investigation falls into two parts. First, there was the 
direct approach suggested by the title of the book to discover any trend in the 
apportionment of corporate net income beween amounts retained and amounts 
distributed, with particular attention to periods of saving and dis-saving. Re- 
sults were developed separately for all corporations regardless of size, and for 
large, medium-sized, and small companies as groups. Attention was also directed 
to discover any differences or trends at different levels of net income. Then, as a 
cross-check, analysis was made of income retention by the 70 large companies 
above referred to (attention being focused on the data for two pairs of years, 
1925-26 and 1940-41), and upon the making of intercompany comparisons. Sec- 
ond, the data were studied from a quite different viewpoint, attention being 
focused on internal and external financing as sources of corporate funds, espe- 
cially funds for corporate expansion. 

What, very briefly, are Dr. Dobrovolsky’s conclusions? There are, he says, 
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fairly clear patterns that have been followed in the matter of net income reten- 
tion. While amounts of net income retained have varied from year to year and 
from company to company, over a quarter of a century it seems to have been 
generally true that retention of net income has not begun to operate until a 
minimum level of approximately 5 per cent of net worth has been reached. 
Above that point net income retention has begun, at first in very small measure 
but then increasing in relative importance with the rise in the level of net in- 
come. The same general pattern appears for all manufacturing corporations com- 
bined and for the different subgroups (large, medium-sized, and small com- 
panies), with no significant trend from the first to the last of the period as to a 
“propensity to save.” If there is any difference to be noted it is that of a small 
downward trend for large corporations; a slight upward trend for the small and 
medium-sized ones. As to whether in any given year highly profitable companies 
retained more than did companies of lesser profitability, the answer seems to be 
in the affirmative. 

What does the author conclude as to the relative degrees to which internal 
and external funds have been used in financing corporate investment? Briefly, 
that in the nineteen-year period 1923-41, a net amount of nearly $4 billion of 
expansion of physical assets of manufacturing corporations was financed (on 
balance) from external sources. There were, he says, differences between large 
companies and others with respect to what happened under fluctuating conditions 
of business activity. Large companies tended to reduce external financing in both 
cyclical expansions and contractions. Small and medium-sized companies (treated 
as one group) were erratic. Small companies showed a tendency to absorb ex- 
ternal financing during periods of contraction. Both large and small companies 
increased their reliance on external financing with increases of their rates of 
asset expansion. 

The author is to be complimented on the effectiveness of his presentation. The 
general conclusions reached are clearly and compactly presented in chapter i. 
Readers who pursue the matter further will find compact critical discussion of 
concepts and definitions and descriptions of the data and of the statistical meth- 
ods employed in their study. One very useful device appears in connection with 
the numerous diagrams. Supplementing the descriptive title of each diagram is a 
brief statement of one or two sentences to indicate the principal fact that the 
diagram purports to set forth. The human-interest and public-policy phases of 
the subject are not neglected, as witness the discussion of “dividend require- 
ments” on pages 36-37 and the not infrequent references to the late-lamented 
undistributed-profits tax. 


STANLEY E. Howarp 
Princeton University 


The New Issue Market and the Finance of Industry. By R. F. HENDERSON. Cam- 
bridge, Mass.: Harvard University Press, 1951. Pp. 172. $3.50. 


This monograph attempts to explore “some questions as to the significance of 
the new issue market in modern Britain for the finance of industry. The ques- 
tions on which attention is concentrated relate mainly to the cost of new issues 
by small firms. It is therefore not a comprehensive study of the new issue mar- 
ket as a whole, much less of the capital market, or the finance of industry.” 
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The sources of information used by the author include: (1) conversations 
with those engaged in the capital market and the finance of industry, (2) pros- 
pectuses of new issues, and (3) published books and articles. 

The author recognizes two major limitations of the quantitative information 
with which he dealt: (1) the incompleteness of published material, and (2) the 
distortions within the factual data at his command. For example, it is not always 
apparent whether the issues publicized were merely new issues of existing com- 
panies; issues of private companies which hope to use this means to become 
public companies rather than to raise needed capital; distribution of shares by 
present owners—with no new money to the companies involved; or new issues 
of new companies which provide new capital. 

In attempting to account for the cost of new issues, the author recognizes that 
it is not possible to separate the costs of the new issue from the costs of risk 
bearing. Also cost may be in part a fur ‘ion of the quality of the demand for 
new issues at the time they reach the market. When demand is brisk costs of 
distribution are low, and vice versa. 

The study reaches the conclusion that the quality of new issues in the late 
1930’s and late 1940’s was somewhat higher than corresponding issues during 
the 1920’s. As a consequence costs were probably lower in the later years, par- 
ticularly in stock exchange placings. 

An interesting side issue of the study deals with the influence of the labor 
government in England. Concentration of investment in large “plannable” proj- 
ects in the late 1940’s tended to hamper the “achievement of an efficient indus- 
trial structure in Britain able to compete in world markets.” 

The author deplores the shortage of free risk capital due to “major changes 
in taxation and in the distribution of income and in the preference of the public 
for liquidity and security. There is grave danger of ossification of the whole 
industrial structure if saving continues to consist so largely of undistributed 
profits and governmental surpluses, and so little of funds free to flow into the 
capital market for the finance of risky projects.” 

H. E. HoacLanp 
The Ohio State University 


Investments 


Managing Personal Finances. By Davip F. JorDAN and Epwarp F. WILLETT. 
Third edition; New York: Prentice-Hall Co., Inc., 1951. Pp. xiv-+381. 
$5.00. 
$ 


This book first appeared in 1936. A second edition was published in 1945, and 
the third became available in 1951. Originally prepared by the late Professor 
Jordan, the book now is carried on by Professor Willett. 

The professed primary purpose of the volume is to furnish guidance in the 
handling of money so as to maximize the satisfaction which it yields its pos- 
sessor. In order to achieve this objective, the book provides information on the 
mechanics of keeping money safely, transferring it to other persons, borrowing, 
investing in various media, and bequeathing it. The information consists largely 
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of definitions of words commonly used in transactions of the foregoing kinds, 
descriptions of the mechanical procedures involved, and simplified lists of the 
advantages and disadvantages of the alternative ways of keeping, spending, in- 
vesting, or borrowing money. 

The book will be most useful to students who have had neither previous edu- 
cation nor experience in economics, business, or finance and who have no inten- 
tion of proceeding to a serious study of economics or business. The book provides 
much useful infrmation, but it is largely of the type that could be secured in 
brief conversations with insurance salesmen, stock brokers, bank tellers, etc. 

The book accomplishes its highly restricted objective very well. The authors 
should not be criticized for not having chosen a more ambitious objective, but 
it may be worth noting that there are many subjects which might properly be 
included under the heading of personal financial management which the authors 
have failed to discuss. There is no discussion of a rationale or calculus of saving. 
No distinction is made between the financial problems of persons with small 
incomes and wealth and persons with large incomes and wealth. Likewise, the 
authors do not think it is necessary to suggest the different principles of invest- 
ment that might be appropriate for persons having considerable training and 
talent in business and financial affairs and persons having little or no training or 
talent. Although there is considerable preoccupation with the problem of infla- 
tion, there is little concern over other kinds of uncertainties which should affect 
decisions regarding the disposition of financial resources. 

In spite of the fact that the book is not comprehensive and presents no new 
insights into the problems of financial management, it does contain much valuable 
information that is well organized and clearly presented. 

HoMER Jones 


Board of Governors of the Federal Reserve System 
Washington, D.C. 


Securities Regulation. By Lovuts Loss. Boston: Little, Brown and Co., 1951. 
Pp. xxvii+-1283. $17.50. 


This volume is a very readable treatise on the more important federal statutes 
and administrative regulations which have been imposed upon security trans- 
actions since 1933. It is an extremely valuable aid to students, lawyers, and 
businessmen who desire to understand federal security regulations. 

The author has concerned himself primarily with the Securities Act of 1933, 
the Securities Exchange Act of 1934, the Trust Indenture Act of 1939, and the 
Investment Advisers Act of 1940. By sacrificing a comprehensive discussion of 
some of the more specialized sections of the Public Utility Holding Company 
Act of 1935 and the Investment Company Act of 1940, he has achieved in this 
one-volume work a discussion of most of the federal security regulation prob- 
lems which the businessman or attorney is likely to encounter. In addition, a 
valuable summary of state laws regulating securities has been included. 

Excellent readability has been achieved by organizing the discourse by topics 
or subjects rather than by sections of a particular statute. Frequently the follow- 
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ing organizational pattern is noted: a discussion of conditions as they existed 
before the passage of the statute under consideration, a brief legislative history 
and quotations of pertinent sections of the act, a detailed discussion of these 
sections and the various ramifications thereof, suggested changes in the law, and 
a brief summary of how other nations have dealt with the problem at hand. In 
addition, the entire treatise is heavily footnoted, with numerous references to 
cases and material in point as well as concise notes on correlated topics. 

The primary purpose of the book is to provide the reader with a clear picture 
of the substantive and procedural administrative laws and regulations governing 
security transactions. It has therefore been referred to as the “Wigmore in its 
field” and will undoubtedly find its greatest use as a treatise and reference book 
on federal security regulations. At the same time, however, it deserves a unique 
place in the field of administrative law. While numerous books have been written 
about administrative law, few illustrate, as does this book, the tremendous vol- 
ume of rules and regulations which have been promulgated by one federal agency. 

Perhaps one of the finest tributes to Securities Regulation is that it has been 
well received by the staff of the agency whose regulations it scrutinizes, the 
Securities and Exchange Commission. It will no doubt find much use both inside 
and out of this agency. 


Ira Royar Hart 


Securities and Exchange Commission 
Washington, D.C. 


Mathematics of Investment. By Paut R. Rier and Cart H. FiscHer. New 
York: Rrnewart & Co., Inc. 1951. Pp. xi-+357. $5.00. 


This book is well designed to serve the needs of the mature undergraduate 
student in business adminstration who requires an introduction to the mathe- 
matics of simple and compound interest, depreciation, bond interest, annuities, 
and life insurance premiums and reserves. The material is organized to permit 
ready reference by the student interested in a problem in investment, property 
valuation, accounting, or insurance. The value of the book for occasional ref- 
erence is increased by clarity of exposition, consistency in symbolism, and by 
excellent diagrammatic assistance. 

The inexperienced instructor will appreciate that answers to odd numbered 
problems are given, but would find a book of solutions to be a substantial aid. 
The reader is also impressed with two shortcomings of the book: (1) the paper 
is of poor quality, making reading difficult; (2) the type is uniformly too small, 
placing too great a burden upon the reader’s eyes. 

The authors have assembled a series of six useful tables which comprise almost 
one half of the total number of pages in the book. The arrangement of these 
tables and the inclusion of fractional interest rates is particularly helpful. But 
the usefulness of the tables would be enhanced by more detailed legends and 
columnar headings which would obviate the necessity of constant reference to 
the text by the reader. 

On the whole the authors have written an excellent textbook and one which 
will probably be well received by university instructors in business mathematics. 
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Those who offer such a course to Freshman and Sophomore students, however, 
will find the authors’ treatment too technical and the mathematics too involved 
for lower division students. 


Pau. F. WENDT 


University of California 


Money and Banking 


Money and Banking. By Raymonp P. Kent. Rev. ed.; New York: Rinehart and 
Co., Inc., 1951. Pp. xv-+-763. $5.00. 


The task of reviewing a textbook is not an easy one. Such a book must be 
judged by two criteria, i.e., the adequacy of the material included and the peda- 
gogical soundness of the presentation. Furthermore, a bias may be introduced 
into the evaluation because the reviewer may have certain prejudices with respect 
to texts in his own field. 

Professor Kent has organized his material in a way which is almost traditional 
in this field. The text is divided into eight divisions of varying length, i.e., 
“Money,” “Commercial Banking Structure,” “Commercial Bank Operations,” 
“Central Banking in the United States,” “Monetary Theory,” “Monetary and 
Fiscal Policy,” “International Payment,” and “Miscellaneous Banking Institu- 
tions.” 

In his treatment of money, Professor Kent devotes more than the usual 
amount of space to the discussion of various types of monetary standards. 
Particular emphasis is given to the domestic and international aspects of the gold 
standard. The treatment is both historical and analytical. There is reason to sus- 
pect that the student in a first course in money and banking may find the intro- 
duction of international exchange, price level parity, and the theory of gold 
movements rather difficult to comprehend at such an early stage in the course. 
This discussion might well have been included in the later section on interna- 
tional payments. 

The author has done a superior job in his analysis of commercial bank opera- 
tions, particularly in his chapters on “Commercial Bank Transactions” and the 
“Expansion and Contraction of Demand Deposits.” Use is made of the balance 
sheet approach to present this very difficult material in a manner which can be 
easily understood by students, to most of whom banking is largely veiled in 
mystery. Adequate attention is given to non-commercial banking institutions, an 
important segment of the financial system often neglected by authors and more 
often by instructors. Here is found an emphasis which places the role of these 
institutions in its proper relationship to the entire financial system. 

While most topics are treated in detail, the discussion of monetary theory is 
limited to approximately twenty pages, although the author shows more clearly 
than most the interrelations of the major theories, their applicability, and their 
limitations. Instructors, especially those using the text in a two-semester course, 
will undoubtedly find it desirable to supplement this section with extensive read- 
ing materials. 

Professor Kent writes in a clear, direct, and interesting style. His book is 
scholarly and yet should be within the comprehension of college students. The 





622 The Journal of Finance 


organization of the material is logical and the topics are well integrated. There 
are fifty-six well-constructed tables which are adequately correlated with the 
discusion. A very general criticism of the volume, one which applies to most texts 
in this field, is that it attempts too much. The inclusion of extensive details in a 
textbook gives little encouragement to the student to extend his reading beyond 
the limits of the text and to acquaint himself with some of the many excellent 
books in the field. The ultimate test of the value of any textbook is the contribu- 
tion which it makes to the learning activity of the student. Professor Kent’s text 
undoubtedly must be ranked high among the better books in the field. 


W. E. ALLEy 
Drake University 


Economic Fluctuations in the United States, 1921-1941. By LAWRENCE R. KLEIN. 
(“Cowles Commission Monographs,” No. 10.) New York: John Wiley & 
Sons, Inc., 1950. Pp. xi-+174. $4.00. 


This book applies the methods of econometrics to United States data on con- 
sumption, investment, prices, etc., for the years 1921-41 for such purposes as 
“to estimate laws of human behavior in eceonomic life” (p. vii), to test business 
cycle theories (p. 1), to discover business cycle theories (p. 1), to forecast the 
course of certain economic variables such as employment, output, or income (p. 
1), and to forecast the effect upon the system of various economic policies (p. 
1). Dr. Klein modestly cautions the reader at the outset, however, that “It can- 
not be overemphasized that this book contains only tentative and preliminary 
steps in econometric model building” (p. vii). 

Although the author implies on page 2 that the book is addressed to econ- 
omists who are partially illiterate in the field of econometric model building, 
such an economist will find the book difficult going unless he is reasonably at 
home in mathematical economics and mathematical statistics. 

Dr. Klein’s method is briefly as follows. Economic theory is used to develop 
a set of simultaneous equations which establish “structural” relations among 
economic variables. A distinction is made between “endogenous” variables, those 
determined within the economic system, and “exogenous” variables, those deter- 
mined outside the system. Because. of the necessity of including only those var- 
iables for which data are available, the “pure” theory is relaxed or transformed 
in order to accommodate this restriction. The resultant equations are then fitted 
to the actual data in order to calculate the appropriate statistical constants. The 
method of calculation may treat the various equations separately (the well- 
known multiple correlation method), or it may treat the equations simultane- 
ously. This latter method, not described in the book (a reference is given), is 
the one which is supposed to provide a basis for economic policy decisions, as 
distinct from mere forecasting. Also, since a given variable may appear in more 
than one of the structural equations, an alternative procedure was followed 
which involved “reducing” the structural equations to other equations by work- 
ing through the common variables. The calculation criterion was either “least 
squares” or “maximum likelihood.” 

In general, results varied depending on the method of fitting and on the cri- 
terion, although not always, nor necessarily, significantly. The author compared 
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the results of the different methods with each other and with the original data. 
Since the methods presumably provide a basis of “testing” the theories upon 
which the equations are based at the same time that they provide a basis of 
estimating the variables in question, interpretation of the differences shown by 
the comparisons is not a straightforward procedure. Interpretation is also further 
confused by the implicit testing of the methods which is going on at the same 
time. 

Dr. Klein is fairly well satisfied with the forecasting power of his major 
economic model, although such a conclusion is largely a matter of opinion because 
his criteria of goodness are not well developed, certainly not to an extent which 
would permit the use of such equations for forecasting “with specified probability 
levels,” which he talked about doing but didn’t follow through on. 

It is felt that the author did his best work while he was developing his struc- 
tural equations from economic theory. This is no mean task, and he did a work- 
manlike job. This is not to say that one can agree with all the decisions he made. 
Quite the contrary. For example, this reviewer found it quite difficult to accept 
his decision that “the banking system, an institutional phenomenon, can regulate 
the supply of money at will.” Banking, despite its institutional restraints, still has 
enough “business” in it to put it somewhat inside the economic system. Rather, 
it is to say that in general the author displayed many marks of scholarship and 
was usually well aware of the choices he was making and of those he was not 
making. 

It has been hinted that Dr. Klein’s claims for his methods are perhaps overly 
optimistic, if not downright false, even assuming certain methodological and me- 
chanical problems of application are satisfactorily solved. This reviewer cannot 
accept the author’s assertion that his methods will enable us to “forecast with a 
specified level of probability the effect upon the system of various economic poli- 
cies” (p. 1, italics supplied). Nor can he refrain from commenting on Dr. Klein’s 
slur on the labors of business cycle theorists (pp. 1-2). 

In both instances the author appears guilty of confusing the process of describ- 
ing economic behavior with the process of explaining such behavior. No thought- 
ful parent is unaware of the tragic difference between what Junior does and why 
Junior does it. Statistical analysis of economic data is essentially a process of 
describing apparently systematic behavior in such data. This is so whether one is 
just drawing visually estimated lines on charts or whether one is anlayzing several 
series simultaneously by the most refined mathematical methods. The latter pro- 
vide a better (cost ignored) description than their cruder brothers. But that is all. 
To say that there is more than this is to run the risk of discrediting such methods 
by judging them aginst an inapplicable standard. It is my opinion that some econ- 
ometricians have been guilty of overselling their product by claiming more than 
they can deliver and have thereby considerably reduced their market below what 
it should be, considering its real worth. 

The gap between knowledge of what and knowledge of why is closed by human 
judgment, with a strong dose of intuition. A better systematization of our knowl- 
edge of what helps us to close the gap by giving us more and perhaps better bases 
from which to form intuitive judgments of why, but such a systematization does 
not in and of itself close the gap. In so far as economic theorists see their task 
as one of providing plausible explanations of why economic events behave as they 
do, it is suspected that their jobs are safe for many years to come. Of course, if 
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the theorists ignore the developments of our knowledge of what, made by econo- 
metricians and others, and spend their time explaining imaginary events, then 
the econometrician is in perfect order when he complains that nobody really cares 
why events which do not happen do happen. 

But, it is the judgment of this reviewer that nothing that is done by the econo- 
metricians, including Dr. Klein, justifies any criticism of theorists who are careful 
to confine their explanations to actual events, including those economic events 
which have not yet yielded to the art of numerical measurement, of which there 
are still enough to cause any realistic statistician to narrow the sweep of his 
conclusions. 

FREDERICK A. EKEBLAD 


Northwestern University 


Readings in Monetary Theory. By FriepricH A. Lutz and Liroyp W. Mints. 
Philadelphia: Blakiston Co., 1951. Pp. ix-+-514. $4.75. 


This is Volume V of the Blakiston series of republished articles selected by a 
committee of the American Economic Association. Part I, “Integration of the 
Theory of Money and the Theory of Price,” contains articles by Edwin Cannan, 


J. R. Hicks, and Edward C. Simmons. Part IT, “The Demand for and the Supply | 


of Money,” consists of articles by W. F. Crick, J. E. Meade, Roland N. McKean, 
Howard S. Ellis, R. G. Hawtrey, D. H. Robertson, and A. C. Pigou. Part III, 
“Money, the Rate of Interest and Employment,” presents articles by Franco 
Modigliani, A. C. Pigou, Don Patinkin, Clark Warburton, and Gustav Cassel. 
Part IV, “Monetary Policy,” includes articles by Henry C. Simons, Milton Fried- 
man, L. V. Chandler, C. O. Hardy, and A. G. Hart. 

The mere listing of these distinguished authors vouches for the scholarship in- 
volved. However, “monetary theory is no longer confined to explaining the value 
of money. In recent years it has been extended to include almost all aggregative 
economics” (p. 457). Obviously, therefore, the subject of monetary theory cannot 
be covered in an adequate manner in twenty reprinted articles, selected from 
various publications, without limited integration of subject matter. 

The editors explain their omissions and difficulties in the Preface: (1) Limita- 
tions of space force the omission of many important articles. (2) Entirely appro- 
priate articles are excluded if they have been published in another volume of this 
series. (3) Articles “easily available” elsewhere are excluded. (4) No articles are 
included on pure interest theory, on foreign exchange and international monetary 
equilibrium, and very little space is given to cycle theory. Fiscal policy articles 
are omitted since a volume of readings in this field is being projected. While 
these omissions may be justified, they limit and qualify the book for the student 
in the field of monetary theory. 

The book’s jacket states that “It contains the most important articles on mone- 
tary theory and policy published since 1900.” Only four of the articles were pub- 
lished prior to 1930. The oldest (by Pigou on “The Value of Money”) is dated 
1917. The other three are dated 1921, 1927, and 1928. Nine of the articles were 
published since 1944, including two in 1947, three in 1948, and two in 1949. It 
would seem reasonable to conclude that many scholarly articles on monetary 
theory and policy prior to 1930 are less “available” than articles published within 
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the last decade or less. It was these older articles that this reviewer looked for 
but in vain. 

The jacket states also that the volume contains “A complete bibliography that 
adds to its value for class or reference use.” The compiler of this bibliography 
deserves much credit for his excellent work covering forty-five pages in the book, 
which certainly makes the volume a success. But his own statement qualifies the 
foregoing quotation. 

The bibliography omits articles cited in the other bibliographies published in 
the Blakiston series in overlapping areas. Articles prior to 1938 are “excluded for 
the most part.” Articles within the period since 1938 on the multiplier, the liquid- 
ity preference function, and the entire General Theory are included. But excluded 
in the bibliography are articles on banking, security markets, war finance, capital 
theory, secular stagnation, and the domestic monetary problems of foreign coun- 
tries, and book reviews. 

The compiler acknowledges that “this method of constructing a bibliography 
inevitably leaves some gaps and involves different judgments.” Obviously no bib- 
liography can be “complete.” The inclusion of published articles only since 1938 
limits the usefulness of this bibliography, although the compiler does refer the 
reader to other bibliographies for earlier articles. 

This book can be a very useful supplementary tool for the graduate student in 
monetary theory, although it is to be regretted that entirely too much emphasis 
is put on articles written in recent years. Perhaps a better title for the volume 
would be Readings in Recent Monetary Theory. 


Book Reviews 


R. L. Garis 


University of Southern California 


Conference on Business Cycles. New York: National Bureau of Economic Re- 
search, Inc., 1951. Pp. xii+433. $6.00. 


This collection of eleven papers, with commentaries, is an important addition 
to business cycle literature. The most striking feature of the book is the wide 
diversity of approaches to the problem of business cycles exemplified by the vari- 
ous essays. 

The book opens with a paper by Arthur F. Burns describing the empirical ap- 
proach of Wesley C. Mitchell to business cycle research and some of his results. 
In the following critical comment, Jacob Marschak identifies several fundamental 
weaknesses in this type of approach. The most serious of these are the failure to 
integrate theoretical analysis of the relationships between economic variables into 
empirical studies, and the correlated failure to take adequately into account insti- 
tutional changes in the economy, some of which are the result of deliberate public 
policy (e.g., the level of public expenditures). 

The second major essay is a long statement by Carl Christ of the use of econo- 
metric models in business cycle research, an application of this method through a 
revision of a sixteen-equation model for the United States originally developed 
by Lawrence Klein in 1947, and a testing of this revised model against 1948 data. 
The model is found to fail the predictive test for 1948. However, as Milton 
Friedman observes in his comment, “After all, most experiments are destined to 
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be unsuccessful; the tragic thing is that in economics we so seldom find out that 
they are” (p. 107). 

In the next essay, Jan Tinbergen concludes that adequate testing of cycle the- 
ories requires application of the econometric mehod, and suggests a model “con- 
sisting of an inner circle of relations between the most important macro-economic 
variables and a series of supplemenary relations meant to specify and analyze the 
inner-circle relations” (p. 140). David McCord Wright adds a general commen- 
tary on the empirical and econometric approaches and concludes that neither 
can ever adequately allow for the “elusive element of novelty and of self deter- 
mination” which is an essential part of the social process. The following essay 
by the late Joseph A. Schumpeter holds that “what is really required is a large 
collection of industrial and locational monographs all drawn up according to the 
same plan and giving proper attention on the one hand to the incessant historical 
change in production and consumption functions and on the other hand to the 
quality and behavior of the leading personnel” (p. 154). Much more convincing 
is Simon Kuznet’s critical evaluation of the historical approach in the comment 
which follows. 

In the following essay, by Robert A. Gordon, the boom of the 1920’s is exam- 
ined in detail by an application of present-day theoretical concepts (chiefly Key- 
nesian and Schumpeterian). The paper is devoted entirely to the analysis of 
investment; no analysis is made of the consumption side of the process, nor of 
saving. 

Thor Hultgren’s brief paper summarizes a study of the cyclical behavior of 
corporation profits and concludes that fluctuations in the percentage of firms 
with rising, or falling, profits tend to lead business cycle movements, but with 
such a variable lead as to have questionable predictive value. Aggregate profits 
are closely correlated with business cycles, but advances (and declines) are more 
vigorous in the early stages of a cyclical increase (or decrease) in general busi- 
ness activity. 

Lawrence R. Klein’s “Studies in Investment Behavior” is a relatively simple 
application of the econometric technique to investment behavior in two Amer- 
ican industries: railroads and electric light and power. The analysis of railroads 
is the more reliable and stable and indicates that profits are the major factor 
influencing gross investment; interest rates have a significant, but minor, influ- 
ence; the stock of capital serves chiefly as a specific trend influence with some 
depressing effect on investment. The entire analysis, however, raises serious ques- 
tions as to the technique of indirect statistical inference which must be employed 
in a limited study of this character. These and related questions are discussed 
by Wassily Leontief and James W. Angell in the comment following Klein’s 
paper. 

One of the most interesting papers is by Moses Abramovitz, who presents a 
summary of the major results of his study of business inventories: (1) inventory 
fluctuations constitute an important fraction of fluctuations in gross national 
product, and the proportion varies inversely with the duration of expansion and 
contraction; (2) inventory investment tends to reach its peak or trough at about 
the same time as business generally, and inventories themselves tend to lag be- 
hind general business activity. Abramovitz’ explanation of the reasons for and 
significance of these observed facts, coupled with Lloyd A. Metzler’s analysis of 
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the character of the “short” cycle, constitute some of the most valuable pages 
in the book. 

C. Ashley Wright presents, in addition to a general analysis of the problem of 
business cycle forecasting and its significance to business policy, an intriguing 
and practical forecasting technique. The most difficult step in the forecasting 
process he presents is to differentiate in each series of economic variables be- 
tween turning points and “wiggles in the curve.” This reviewer has used a similar, 
but statistically cruder technique, and has found that too often, before the turn- 
ing points in the individual series can be identified as definite turns, the fore- 
cast becomes a retroactive one. 

Gottfried Haberler’s discussion of “Business Cycles in a Planned Economy” 
finds that cycles should be substantially less pronounced in a planned economy 
than in a free enterprise economy. He couples this conclusion, however, with the 
“other side of the medal”: that “necessary and desirable readjustrients and re- 
locations of productive resources will be delayed or perhaps indefinitely post- 
poned” in a planned economy (p. 385). 

In the final essay in the book, Arthur Smithies evaluates the contribution 
which business cycle analysis can make to public policy formulation. His con- 
clusions are that, although the case seems less clear than it did a decade ago, 
economic analysis can make a positive contribution regarding structural changes 
in the economy. With respect to control over endogenous variables, however, he 
is much more pessimistic: “far greater diagnostic skill is required to correct 
‘maladjustments’ during the course of the cycle” (p. 409). 

It is unfortunate, for those who like to begin a book on page 1 and read 
through to the end, that the essays which appear early in the book are concerned 
so largely with methodology, whereas those which are concerned more with sub- 
stantive issues appear later in the book. Some readers may be repelled by the 
early essays and never get to the later ones. This is an aspect to which the edi- 
tors might have given some consideration. Perhaps this review, by forewarning, 
may serve as a substitute. 

RosBert C. TURNER 


President’s Council of Economic Advisers 


What Happens during Business Cycles. By Westey C. MITCHELL. New York: 
National Bureau of Economic Research, 1951. Pp. xxxi-+-389. $5.00. 


This posthumous fragment marks the fourth great Mitchell book on business 
cycles.1 Dr. Arthur F. Burns brought the manuscript to publication. He made 
numerous detailed changes but did not interfere with the basic design. He wrote 
a fifteen-page introduction which aids the reader in attaining perspective. 

Seven sections were planned for the book, but only two and a part of a third 
were written. Part I sets out the aims, methods, and materials of National Bu- 


1. The first three are Business Cycles, Memoirs of the University of California, Vol. 
III (Berkeley: University of California Press, 1913), partially reprinted in 1941; 
Business Cycles, The Problem and Its Setting (New York: National Bureau of Eco- 
nomic Research, 1927); (with A. F. Burns), Measuring Business Cycles (New York: 
National Bureau of Economic Research, 1946). 
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reau business-cycle research. The description of the National Bureau study of 
business cycles has appeared in rather similar form in various publications. 

Part II deals with a great variety of cyclical movements characteristic of in- 
dividual economic activities. A chart is presented showing the reference-cycle 
patterns of 128 American series. The detail on these cycles is tabulated in an 
Appendix. It is very helpful to have so many of the National Bureau summaries 
in published form. Characteristic timing is studied by a frequency distribution, 
and some detailed considerations are given to the timing shown by various se- 
ries. Further evidence is presented by use of an index of conformity to business 
cycles (the regularity with which a series shows rises and falls in business-cycle 
expansions and contractions). The net result is to demonstrate the wide influence 
of the business cycle and to point to the areas which are largely independent 
of it. 

A long chapter follows on business-cycle amplitude, providing a great deal of 
statistical and analytical information. This is encouraging because it provides a 
general statistical distribution of amplitudes, detailed consideration of important 
amplitude differences, and consideration of the differences in amplitude of prices 
and quantities. It is disappointing in that the major theoretical generalizations 
founded on amplitude differences in modern business cycle theory are scarcely 
recognized, although the analytical discussion often touches on similar points. 

A chapter is devoted to the mean deviation of reference cycles from average 
patterns. The material in this chapter should be interpreted as presenting meth- 
odological experiments. We may point, however, to the conclusion that there is 
a relatively high correlation between average deviations and average amplitudes. 
Much more needs to be done. The National Bureau method places great empha- 
sis on the average cycle. We need to know a great deal more about the variation 
of actual cycles about their averages if much faith is to be placed in the aver- 
ages. Not only must we know more about the deviations of the data about the 
average cycle, but more importantly we must know a great deal more about the 
deviations in length about the average length cycle. 

The completed chapter in Part III presents the evidence of thirty-four com- 
prehensive series. The business cycle appears clearly in each of these series. The 
last four parts were to have been devoted to the processes of expansion, reces- 
sion, contraction, and revival. 

Mitchell never tired of calling attention to his manuscript as a progress re- 
port. This led him to desirable caution in that he was always careful to point 
to a wide variety of possible interpretations. It is unfortunate, however, in that 
it appears that he frequenly found it too easy to fall back on caution and failed 
to move into uncharted seas as boldly as he had done in his younger days. This 
may look to the reader like a variant of the common criticism widely accepted 
with regard to the National Bureau analysis of business cycles. I doubt, how- 
ever, if the weaknesses of Mitchell’s book are any greater—although very dif- 
ferent—than those of more theoretical competitive formulations. To return to 
the opening sentence of his review, Mitchell produced another great book on 
business cycles, although we are not left reassured that the National Bureau 
methods will accomplish all that Mitchell hoped they would. 


Emer C. Bratt 


Lehigh University 

















SO SS OS UOC OO.OtCS 














Book Reviews 629 


Mobilizing Resources for War. By Trsor Scttovsky, Epwarp SHAw, and Lorie 
TarsHis. New York: McGraw-Hill Book Co., 1951, Pp. x-++-284. $4.50. 


This volume represents a serious and scholarly effort to deal with the economic 
problems that will confront the country in case the need for full mobilization of 
the resources for war should arise. The volume is divided into three parts. The 
first part deals with tensions in the mobilizing economy and projects the eco- 
nomic consequences which full moblization of manpower and resources would 
entail. The authors clearly state “The economy is fully mobilized . . . when 
available manpower is drawn fully into the labor force; when hours of work 
have reached wartime levels; and when all the output of the economy in excess 
of a limited amount set aside for civilian use . . . is provided for military pur- 
poses.” The armed forces are assumed to number at the peak between 12 and 
15 million, and output for military requirements will comprise about 57 per cent 
of the total product of the economy. Once full mobilization has been reached, 
civilian consumption will have to be lowered to the 1939 “real (not money) per 
capita level.” 

The first section then analyzes the effect which this would have on disposable 
income and how much of it would have to be siphoned off by taxation or other- 
wise to avoid a huge inflationary gap. The latter is estimated at $123 billion in 
1955 assuming United States wartime tax rates, with voluntary savings by con- 
sumers of 5 per cent of their disposable income. Section I is probably the most 
valuable of the three because it affords one an opportunity to look, though 
vaguely, into the future and gives estimates of what the economy will look like, 
including the kind of taxation that will be necessary in order to avoid huge 
inflation. 

The authors’ view is that an extreme tax program required to reduce the in- 
flationary threat to manageable proportions would result in serious interference 
to the full mobilization program. The question, however, may be raised as to 
whether such huge mobilization will be necessary, particularly if one takes into 
account that, according to an estimate of the United Nations, the output of 
Russia is less than one-third of that of the United States. Moreover, this section 
seems to have overlooked the tremendous expansion in industry that has already 
taken place and will take place in the immediate future. 

Section II deals with alternative control policies. The main task of a policy 
for economic mobilization is described as follows: “(1) to enable our economy 
to operate at full capacity, (2) to make our economy as responsive as possible 
to the changing patterns of wants and resource availabilities, (3) to provide for 
a fair distribution of the sacrifices to be imposed, and (4) to prevent the crea- 
tion of additional problems for the postmobilization period.” 

According to the authors, policies for economic mobilization used or proposed 
in the past, are based on either the disequilibrium system or the pay-as-you-go 
system. The disequilibrium system is fully described and was used to a consid- 
erable extent during World War II. 

The second alternative is the pay-as-you-go system which, however, as the 
authors point out, has never been used during a wartime enonomy. The pay-as- 
you-go system emphasizes taxation to close the inflationary gap and attain an 
equilibrium of supply and demand at stable prices, and recommends the use of 
high interest rates to discourage private investment and encourage saving. The 
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authors believe that neither the disequilibrium system nor the pay-as-you-go 
system could be used in a mobilization of the future. They state: “In a future 
mobilization, the task of diversion would, in all probability, be a much greater 
one. To accomplish it under the disequilibrium system would require an exten- 
sion of the above-mentioned direct controls to a much greater number of re- 
sources and industries.” 

The great value of Section II lies in the fact that it makes a very careful 
analysis of the disequilibrium system as well as the pay-as-you-go system and 
gives the advantages and disadvantages of both. 

Section III deals with an alternative program of control. This alternative pro- 
gram draws on the techniques of both the disequilibrium and the pay-as-you-go 
systems but “it deviates from both in so many ways that it should probably be 
regarded as a departure from them in principle.” The heart of the solution can 
be found in this sentence: “We suggest that the best way to stop inflation of 
consumer prices is to limit directly the total money demand for consumer goods 
and services. The primary technique for this purpose should be consumer expen- 
diture rationing.” “Taxation would drain away as much of the margin between 
personal incomes and rationed expenditures as incentive considerations would 
permit.” 

How consumer rationing would be achieved is described as follows: “Each 
consumer would maintain two bank accounts; the white account and a financial 
(black) account. Credits to white account would accrue, save in exceptional 
cases, from current income. Credits to black account could arise from various 
sources. ... Secondly, all coin and currency in denominations of fifty cents and 
above would be ordered into banks at the start of expenditure rationing and 
credited to black accounts. Coin and currency withheld from banks in defiance 
of the order would be invalidated.” 

Consumer rationing would be administered by a rationing authority. The 
volume then gives a careful analysis of how these white and black accounts 
would work. There follows a description of how the banking system would 
operate and the suggestion is made which would ultimately lead to the estab- 
lishment of the 100 per cent reserve banking system. Savings would be handled 
as follows: About one-third of the personal savings would be allowed to drift 
into conventional uses. About one-half of the presonal savings would be drawn to 
the Treasury in exchange for purchasing power bonds. The bonds would bear no 
interest and their redemption price would be the issue price adjusted for change 


in the cost of living for consumers. About one-sixth of the personal savings 


would be channeled probably by compulsion into an asset “that comes close to 
being a refundable tax receipt.” 

The suggestions made by the authors in Section III are interesting and ingen- 
ious. They have endeavored to develop a program to preserve the price income 
system in a period of complete mobilization without impairing the purchasing 
power of the dollar. It leaves many questions unanswered. It is doubtful whether 
individuals would be willing to buy bonds which bear no interest even though 
adjusted to a cost of living index. It is also quite possible that such a system 
would lead to barter and that its mere discussion in Congress would lead to a 
flight from the liquid savings. 

Mobilizing Resources for War is a stimulating work. Whether one agrees with 
the recommendations or not, it is of great value because it indicates the problems 
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that will confront the country if a full mobilization is undertaken. The recom- 
mendations seem to this reviewer too complicated and impractical and it is 
doubtful whether the Congress would be willing to adopt them. 


Marcus NADLER 
New York University 


Insurance 


Urban Mortgage Lending by Life Insurance Companies. By R. J. SAULNIER. 
New York: National Bureau of Economic Research, 1950. Pp. xxi-+-180. 
$2.50. 


This study is the first of a trio of monographs covering the three principal 
private mortgage lending agencies—insurance companies, savings and loan 
associations, and commercial banks. It not only appraises the role of the life 
insurance company in the uurban mortgage market but also breaks down the 
relative importance of the mortgage portfolio in comparison to the total assets 
of the company. It deals with the legal framework of the lending activity, the 
internal organization of the company, the general market and types of loans 
ordinarily made, and contains excellent analyses of operating costs and the 
long-range mortgage experience. The book is well illustrated with graphs, 
samplings of the twenty to thirty largest insurance companies, averages, and 
expectancies. 

In comparing the value of the mortgage portfolio with other company assets, 
Mr. Saulnier notes that mortgages today are far less important than they were 
in the nineteenth century. For example, while mortgages made up nearly 60 per 
cent of insurance company assets in 1860, the percentage has decreased steadily 
to only 13.2 per cent in 1946. Of companies reporting some urban mortgages in 
1945, about 35 per cent had less than 10 per cent of their assets in this form 
and another 46 per cent had between 10 and 30 per cent. The decrease may be 
partly explained by the tendency of companies in recent years to increase the 
prominence of properties purchased for investment, rather than mortgages, in 
their portfolios. 

In describing the legal framework within which the insurance company 
operates, the author points out that mortgtge lending restrictions vary from 
state to state; most states grant the power to invest in first morgages on real 
estate, many restrict such loans to “improved” real estate, and others prescribe 
a loan ratio to the appraised value. Mr. Saulnier notes that in some respects 
state laws applying to life insurance companies are far more liberal than those 
applying to savings banks, savings and loan associations, and commercial 
banks. In Massachusetts, for example, savings banks are not permitted to 
lend on property in states non-contiguous to Massachusetts or in places more 
than twenty-five miles from their home office, but insurance companies may 
lend on property situated in any of the forty-eight states. In addition, laws 
applicable to insurance companies appear more liberal in that they do not ordi- 
narily limit the length of the mortgage term or the schedule on which repay- 
ment must be made. 

According to the author, the type of loan made in general plays the determin- 
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ing role in organization of the mortgage loan department. Some companies— 
apparently those with loan portfolios of less than $20 million—limit themselves 
mainly to FHA loans and conventional loans on 1-to-4-family structures. 
Companies with portfolios of $100 million and over specialize largely in non- 
residential lending, while those with the largest portfolios appear to have a 
broader diversification of loan types. About 90 per cent of the number and 45 
per cent of the amount of loans outstanding at the end of 1946 were on 1-to-4- 
family properties and the great majority of these were on single-family homes. 
It is also interesting to note that loans of less than $10,000 accounted for about 
95 per cent of the number and 85 per cent of the amount. 

The chapter covering lending costs and returns analyzes and divides the 
cost among the several functional divisions of the lending process—loan 
acquisition, loan servicing, and general administration. These costs are compared 
both with the expected yield and the actual yield. The evidence suggests that 
the differences in net yield on urban portfolios vary as the result of differences 
in types of loans made and in the skill with which company operations were 
administered rather than from the general plan of operations. 

The chapter on delinquencies presents samplings of foreclosure rates during 
the depression, together with experience in gain or loss on foreclosed properties. 
These are broken down into types of loans, contract terms, and geographic 
locations. On all loans made and extinguished in the period 1920 to 1946 the over- 
all loss rate was 0.75 per cent. Loans secured by single-family dwellings and by 
income-producing properties other than apartments and stores had the lowest 
loss rates—O.1 and 0.7, respectively. The experience on the income-producing 
properties was especially notable since the relatively low costs in acquiring and 
servicing these loans and their relatively favorable loss experience suggest a 
higher final yield than on loans secured by any other of the broad property 
types. The study also discloses that the amortized loan feature is no sure 
guaranty against an unfavorable loss rate. Samplings suggest that it is less 
effective in limiting losses on loans made at or near the peak of a mortgage 
cycle than on those made before or after. 

The graphs and tabulations of this book will be a handy guide to a loan 
officer striving to establish a broad-range lending policy for his institution. 
However, they deal with experiences in the past and provide no guaranty that 
such will be the recurrent patterns in the future. The monograph serves as a 
guide to certain pitfalls to be avoided rather than as a guide to new and positive 
policies. It is a book which, along with its complementary studies covering 
savings and loan associations and commercial banks, should be on the book- 
shelf of every lending institution. 

NORMAN STRUNK 
United States Savings and Loan League 
Chicago, Illinois 


The Economic Theory of Risk and Insurance. By ALLAN H. WILtetT. Phila- 
delphia, Pennsylvania: University of Pennsylvania Press, 1951. Pp. xxviii+ 
103. $2.25. 


In the field to which Dr. Willett addressed himself in The Economic Theory 
of Risk and Insurance, three books stand out as almost the sole attmepts 
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to isolate the factor of risk in economic life, to analyze its effects, and to appraise 
the consequences of various methods of dealing with it. 

Of these, Dr. Willett’s was the first, appearing in 1901 as one of the “Columbia 
Studies in History, Economics and Public Law.” Out of print for many years, 
it was available for reference in relatively only a few of the libraries of the 
country until reprinted by the S. S. Huebner Foundation for Insurance Edu- 
cation. 

The other two, Risk, Uncertainty and Profit, by Professor Frank H. Knight, 
and Risk and Risk Bearing, by Professor Charles O. Hardy, appeared a couple 
of decades later. While Professor Knight’s main interest lay in the en- 
trepreneur and his remuneration as a separate distributive share, Professor 
Hardy was concerned with the risk aspects of modern industrial society and the 
manager’s administration of risk bearing, as basic material for one section 
of the collegiate business curriculum. Dr. Willett, however, was concerned mainly 
with developing the role of insurance in relation to economic risk. 

The contents of The Economic Theory of Risk and Insurance include an in- 
troduction setting out the general theory of distribution upon which the study 
is predicated, followed by seven chapters devoted to an analysis of risk, its 
cost, consequences of its assumption, ways of meeting risk, and insurance as a 
specialized method of dealing with certain classes of risk. The concluding 
chapter deals with the influence of risk on the accumulation of capital, relation 
of the entrepreneur to developmental risks, speculation as a method of creating 
security, and a general summary of the static theory of risk and insurance. 

As a “declaration of faith” the author adopts Professor J. B. Clark’s “specific 
productivity” theory (p. xvii). Following a summary statement of the theory, the 
remainder of the introduction is devoted to a discussion of the relation of risk 
to the static state and the connection between the reward for risk-taking and 
the income of the entrepreneur as the basis for the author’s development of his 
thesis. Following Professor Clark, Willett recognizes only two productive factors, 
labor and capital. His analysis leads him to the conclusion that the reward 
for risk-taking accrues only to the capitalist, being reflected in interest differen- 
tials which in turn are based upon the different degrees of risk involved. 

Furthermore, the repellence exerted by risk upon investment in the more 
hazardous enterprises causes investment to stop short of the point at which its 
marginal productivity would be balanced with the marginal productivity of 
capital in enterprises not entailing such a large element of risk. The result is 
higher interest rates and higher prices to consumers of those goods, produced 
under conditions involving a greater degree of risk. 

Risk, Willett defines as “the objective uncertainty as to the occurrence of an 
undesired event.” He goes on to explain that “it varies with the uncertainty and 
not with the degree of probability” (pp. 9-10). Personal risk, or that type of 
risk which concerns the loss of subjective or sentimental values, he excludes, 
limiting consideration to economic risk, which is both measurable and transfer- 
rable. This type is largely restricted to capital, which limits the scope of his 
analysis even further. Returning to his original assumptions of the static state, 
he introduces a modified term—the “approximate static state” (p. 14) for the 
reason that a completely static state, with an unchanging amount of capital dis- 
es so as to be uniformly productive, is inconsistent with the existence of 

risk. 
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It is with this modified form of static state, therefore, that the remaining 
analysis is mainly concerned, since it permits certain forms of accidental loss 
such as irregular action of the forces of nature and mistakes and misdeeds of 
human beings. Dynamic conditions which produce shifts in the amount and em- 
ployment of capital in its different uses are given only incidental consideration. 
As to the causes of risk and the ways in which it is borne, Willett holds that 
society will pay extra costs to the risk-taker only if the resulting commodity is 
sufficiently desired to produce the necessary additional subjective valuation. Out 
of the differential price paid, an “insurance fund” will be set aside from which 
losses will be deducted, the remainder constituting the “net premium,” or re- 
ward, for risk-taking (pp. 38-41). 

Methods of meeting risk open to an individual in isolation, Willett concludes, 
are avoidance, by selecting less, rather than more, risky uses of capital; preven- 
tion, by the adoption of methods designed to reduce uncertainty, or assumption. 
The individual will tend to balance one method against the other, in terms of 
the sacrifices entailed by each. In society the same choices are present, but are 
exercised through a comparison of the utilities of the end products, reflected 
back in the rewards available to those who supply the capital. In general, those 
persons placing lower subjective valuations upon risk assume it for a lower price, 
thus reducing the burden upon society. Additional methods of dealing with risk 
Willett describes as distribution, through the use of the corporate form of organ- 
ization, or transfer, from those less willing to those more willing to bear it. 

Having built up his theory to this point, Willett then describes the function 
of insurance as that of combining accumulation of reserves to meet uncertain 
future losses, transfer from individuals to specialists, and combination of the 
risks of individuals into a single mass. This, he concludes, serves the purpose of 
minimizing the burden of risk in society through the reduction of costs to a vir- 
tual certainty, based on the stability of maximum phenomena. As to the place 
of insurance in economic theory, he concludes that its treatment “naturally be- 
longs in the division that deals with the phenomena of the production of wealth,” 
since “the creation of security is in itself a form of production” (pp. 88-89). 

Willett, in his discussion of the role of the entrepreneur, seems to labor un- 
necessarily the point that his function is either that of laborer or capitalist, or 
partly each, his remuneration, therefore, taking the form of wages or interest or 
both. Any so-called profit is only temporary and a result of dynamic forces and, 
hence, has no place in his static or even “approximate static” state. This he 
states in even more postive terms than Clark himself, and in so doing, courts 
the criticism of Knight and other later writers. Moreover, Willett’s conclusion 
that society pays for risk-taking in higher prices brings him into conflict with the 
theory enunciated by Knight that profit, under dynamic conditions, tends toward 
zero. In fairness, it must be pointed out that the conflicts between Willett and 
later writers stem largely from his static assumptions. In his concluding chapter, 
Willett himself recognizes some of the shortcomings of his analysis, but leaves 
for later economists the study of risk as affected by dynamic forces. 

To students of economic theory, insurance and finance, The Economic Theory 
of Risk and Insurance contains many familiar ideas: the description of the na- 
ture of economic risk, the distinction between degree of probability and degree 
of uncertainty, the classification of methods of meeting risk and the discussion 








aanam ae & 


ning 
loss 
s of 


‘ion. 


that 


Tee 

















Book Reviews 635 


of the effect of risk on investment and interest are examples. These and other 
ideas have found their way into the literature of these fields and have by now 
become so commonplace as to have lost ther identification with their original 
author. 

If for no other reason than to remind us of the source of these ideas, the 
reprinting of the book serves a useful purpose. To those who have long lacked 
easy access to this classic for study, reference, or assignment to students, the re- 
print will be especially welcome. If, in addition, it serves to prompt a new gen- 
eration to delve more deeply into the field of the economics of risk and insurance, 
particularly in the light of the more recent developments and changing emphasis 
in economic theory, it will have served an even more important purpose. 


J. Epwarp HEpDGcEs 
Indiana University 


Public Finance 


Effects of Taxation on Executives. By THomas H. Sanpers. Cambridge, Mass.: 
Harvard University Press, 1951. Pp. xiiit-229. $3.25. 


This book is the fourth of a series embodying the results of an extended study 
of the effects of taxation on business being made by members of the faculty of 
the Harvard Business School. It contains the results of approximately 160 inter- 
views with business executives scattered from Boston to Texas. No effort was 
made to obtain a “scientific” sample, and few statistics are presented. Rather 
Professor Sanders continued his interviews until definite impressions emerged 
and his book is a presentation of these impressions. 

The first and longest part of the book deals with taxation and executive effort. 
The first chapter, dealing with the exceutive’s day-to-day job, contains the con- 
clusion that hit the headlines when the book was first released—that, despite 
taxes, executives are working as hard as ever. I think a fairer way of stating 
the matter is that, as most executives are salaried employees of large corpora- 
tions, they have no alternative but to put in an unchanged number of clock hours 
of work, and do not admit to a reduction of effort during such hours. 

Professor Sanders is aware of the difficulty of appraising statements—some- 
times from a senior official whose job it was to see that junior executives did not 
slacken their efforts—but believes that the men he interviewed were generally 
frank in their answers, and takes it for granted (as the point is not discussed) 
that what business men frankly say they do corresponds with what they actually 
do. He goes on to conclude that, even where executives are their own boss, due 
to the fact that most businesses require steady attention, the man who quit for 
any extended period each year was the exception and the group as a whole have 
not let taxes interfere with “turning in a good job” (p. 19). 

On the other hand Professor Sanders found substantial evidence that taxes 
were a significant factor in reducing executive mobility where executives do have 
substantial freedom of choice. On retirement the evidence was more mixed: while 
some retired earlier, others had to work longer to preserve the high standard of 
consumption they had established before taxes increased. Almost equally bal- 
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anced was executive opinion as to whether this was a good or bad thing, those 
feeling that early retirement was good because it gave younger men a chance 
being opposed by those impressed by the loss of men of long experience and 
mature judgment. 

The second part of the book deals with the effects of taxation on different kinds 
of executive compensation. Regarding direct compensation, Professor Sanders 
concludes that high income-tax rates force executive compensation to higher ley- 
els, but not sufficiently to offset the increase in rates. Perhaps one of his most 
interesting findings is the greater importance executives generally attach to pen- 
sion arrangements as against stock purchase plans, though this may partly reflect 
the fact that during the period of the interviews the tax treatment of stock pur- 
chases was so unfavorable that most schemes were inoperative. The heavy tax 
advantage resulting from company as against individual pension plans makes 
their rapid spread one of the clearest effects of taxation. 

The final section of the volume is devoted to executive investments. The extent 
to which many executives prefer the security of insurance and annuities is again 
evident. Even more interesting is the fear of deflation and general pessimism dis- 
played by many executives; one, said to be representative of a considerable num- 
ber of others, stated that “the odds are 20 to 1 that over the next 15 years 
(General Electric and Union Carbide) will sell for not more than half their 
present prices, and very likely not more than a third.”! While there were many 
attracted to common stock, especially in their own company, the number is cer- 
tainly relatively lower than ever before in our history; the unimportance of 
capital gains and “little outside ventures,” discussed at the end of the volume, 
confirms the general unattractiveness of speculative enterprise. 

I found Professor Sanders’ chapter on the future outlook, with which he ends 
the first part of the book, disappointing, and strongly urge that all the authors 
of the series collaborate on a final volume in which they discuss more fully the 
implications of their findings. As I see it, many factors including taxes have 
greatly reduced the importance of the owner-manager. While this undoubtedly 
has tended to increase executive mobility, the increase is in process of being 
more than offset by the rising importance of company pension and retirement 
schemes, so that the over-all effect is the replacement of the owner-manager by 
a pure manager tied tightly to his company by pension strings.” 

That this is a major shift in the circumstances under which executive effort 
takes place is clear. While there are forces which work in both directions, my 
own present guess is that on balance a considerable reduction in effort is eventu- 
ally likely to result, so that I seriously doubt Professor Sanders’ optimistic “best 
guess as to the future” that businessmen are likely to work “as arduously and 


_ 1. P. 187. The price of General Electric during the interviews averaged perhaps 40; 
it is now 55. 


2. A point not discussed by Professor Sanders is whether, instead of refusing to 
allow executive pensions to be deducted from income until actually paid, companies 
should be compelled to deduct them currently and pay the sums involved to inde- 
pendent custodians, so that executives could take the proceeds with them if they moved. 
Such a scheme, which has worked well in the case of the Teachers Insurance and 
Annuity Association, would eliminate much of the reduction in mobility which the 
present type of company pension is promoting. 
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as conscientiously, though perhaps not as enthusiastically, as ever” (p. 76). 
Surely much light could be shed on which guess is right if a final volume could 
contain a far more systematic discussion than Professor Sanders was able to pro- 
vide of all changes in the circumstances surrounding executive effort that are 
likely after taxes have remained high for a generation instead of a decade. 


Henry H. VILLARD 
The City College of New York 


Federal Tax Reform. By Henry C. Srmons. Chicago: University of Chicago 
Press, 1950. Pp. x-+-161. $3.50. 


This essay was written in 1943, upon suggestion of the CED, and somewhat 
revised early in 1944; Professor Simons died suddenly in 1946. This review will 
reach the reader almost a decade after the essay was finished. There have been 
many changes during this period, yet this remains a very important and timely 
book. It is indispensable to those concerned with the intricacies of income taxa- 
tion and to the general reader interested in the basic problem of how to main- 
tain taxation at a high level and yet maintain a free and progressing economy. 
For the latter reader, the book is to be read in conjunction with the author’s 
collected papers published under the title of Economic Policy for a Free Society 
(Chicago: University of Chicago Press, 1948). 

The essay reviewed is timely not only because federal taxes have become so 
important by sheer size, but more specifically because we are now well aware that 
it is not enough to keep in mind general ideas on desirable fiscal policy; we 
must investigate precisely how needs for revenue and ethical and economic con- 
siderations are translatable into formalized revenue laws in order to make any 
sensible fiscal policy operative. At present when closing of loopholes rather than 
further raising of rates seems all that is possibly left to do, Simons’ book be- 
comes even more up-to-date. 

The author’s basic position is that our federal tax system must be adequate 
(in the sense of avoiding inflation, p. 5), yet at the same time ought to be based 
almost entirely on the personal income tax (p. 33), with reductions in excises 
(p. 36). Further simplification would follow from the abolition of the corporate 
income tax (p. 40) which, according to Simons, conflicts in principle with per- 
sonal taxation and is the source of many complications in both the corporate as 
well as the personal field. At present one might feel that even the best reform 
of the tax structure cannot produce enough revenue to permit giving up corpo- 
rate taxation entirely. 

Some of Simons’ specific proposals have been voiced before and since: aboli- 
tion of tax-exempt securities (p. 34), taxation of the imputed income of home 
owners by taxing the net rental value of owned residences (p. 36), solution of 
the community property problem (p. 36—this the only reform already taken 
care of by legislation), and more stringent inheritance taxation (p. 37). 

The basic reform considered ncessary (p. 49) in order to make the personal 
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income tax truly comprehensive is the elimination of all special treatment of 
realized capital gains and losses, and the treatment of all transfers (including 
inheritances, etc.) as constructive “realizations” at fair market value at the time 
of transfer (p. 44). With the use of averaging devices, this would make the 
personal income tax the basis of a satisfactory tax system (p. 40). The ade- 
quacy of justice of these proposals hinges on cutting through the artificialities of 
the realization procedure, to which problem the larger part of the book is dedi- 
cated (pp. 58-124). 

The arguments in favor of lower taxation of capital gains are rightly consid- 
ered to be spurious (p. 152), though capital losses clearly then ought to be ad- 
mitted; there is no excuse for the tax freedom of appreciation at death. As 
things stand, almost complete tax avoidance is only too easily achieved by con- 
sistently realizing losses but not gains (p. 62), saving though unrealized appre- 
ciation (undistributed corporate earnings, p. 62), shifting into capital gain forms 
of income (p. 63) the advantage of which in the higher brackets has increased 
much since Simons wrote, and offsetting income by borrowing against security 
appreciation (p. 65), not to speak of the use of good accounting practice per- 
mitting unrealized losses but only realized gains (“cost or market, whichever is 
lower,” p. 130) or making realized gains not appear (“Lifo,” p. 105). 

“We only plunge deeper and deeper into an insufferable mess—and thereby 
jeopardize our only good tax—whenever we try to mitigate excessive rates .... 
procedurally. Perhaps the worst example of this political practice is the use of 
Section 117 primarily as means for lowering top tax rates” (p. 156). Even recent 
statistics on the “value” of these loopholes seem to this reviewer to fall short of 
adequately showing the total extent of this “tax avoidance.” 

In order to permit more leeway to accounting of choices of the individual tax- 
payer and thus simplify the tax laws, it is necessary to make postponement (as 
different from avoidance) of taxation become less important. This is to be done 
through averaging between lean and fat years (p. 59) and also by special aver- 
aging between years of high and of low statutory rates (p. 57). The tidy separa- 
tion of tax years creates artificial problems and rigidities in methods of deprecia- 
tion count taxwise, in writing off debts at the right time, in the whole maze of 
highly technical rules on corporate reorganization, and so on. 

Indeed, our tax laws are very hard only on high-income wage earners; to 
others they offer (under ostensibly overhigh rates) so many possibilities of 
avoidance open to quite a few people (though not necessarily to growing, risk- 
taking enterprise) that only a thorough rethinking and reshaping of our personal 
income tax can make it the desirable foundation of our tax system it ought to be. 

The book is written by the rare economist cognizant of, and genuinely inter- 
ested in, the technical aspects of taxation, motivated by ethical vigor and by 
concern for the maintenance of a sound tax system, rather than by sympathy 
with the vested interests in “reasonable” loopholes. 

Unfortunately, this short presentation fails to do full justice to the book; it 
cannot bring out the inherent logic and comprehensiveness of the proposals nor 
convey the wealth of wise and prudent remarks, critical as well as constructive. 


WALTER FROEHLICH 


Marquette University 
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Economic Effects of Section 102. Edited by Maser L. WALKER. Princeton, New 
Jersey: Tax Institute, 1951. Pp. xxiv+314. $5.00. 


Section 102, or a similar provision, has been part of our internal revenue laws 
since 1913. At present it imposes a surtax ranging from 274 to 384 per cent on 
undistributed corporate net income accumulated for the purpose of avoiding in- 
dividual surtaxes on shareholders. The section does not apply to corporations 
whose stock is widely held provided there is no dominant stockholder or group. 
Its effects are limited almost entirely to corporations whose stock is closely held 
by one individual, a family, or a small dominant group. Even here the law applies 
only where the dominant group stands to gain by unreasonably accumulating 
corporate income in order to avoid taxes on personal income. 

The study is divided into three parts. The first part summarizes the results 
of questionnaires sent to tax practitioners. The second and third parts consist of 
panel discussions to elucidate facts with respect to the economic effects of Sec- 
tion 102 and to develop policy recommendations. Participants in the panels in- 
cluded business executives, the proverbial small business man, practicing attor- 
neys, accountants, and economists. 

The list of specific criticisms of Section 102 contains allegations that it: (1) 
discriminates against small business; (2) penalizes closely held corporations, par- 
ticularly those with highly variable earnings; (3) results in widespread fear and 
uncertainty; (4) forces corporations unwisely to distribute their income; (5) 
makes for too rapid expansion of capital facilities of some firms; (6) curtails 
operations of some firms and prevents provisions for contingencies; (7) induces 
corporations to reduce their indebtedness; (8) leads them to increase their in- 
debtedness; (9) results in various types of window dressing such as excess buy- 
ing of raw materials toward the end of the year, accumulation of inventories, 
deferred collections of debt, stock dividends, apathetic attitudes toward increased 
costs, unwise acquisition of assets, and the establishment of, or changes in, pen- 
sion and profit-sharing plans; (10) deters funding depreciation; (11) causes 
harmful publicity; (12) results in sales, mergers, and liquidations of business 
firms; (13) is used as a threat in connection with the collection of other taxes 
from corporations; (14) is administered with lack of uniformity and of familiar- 
ity with the problems of corporate clients; (15) places the burden of proof on 
the taxpaying corporation; (16) is a weapon in the hands of socialistic planners; 
(17) leads to further concentration of business enterprise; (18) accentuates both 
inflationary and deflationary developments; (19) weakens businesses through 
overdistribution of income; (20) causes some corporations to shift from domes- 
tic to foreign enterprise; (21) retards business growth; and (22) creates impedi- 
ments to job creation. 

The Tax Institute study, however, makes it abundantly clear that the eco- 
nomic effects of Section 102, although not precisely measurable, are relatively 
unimportant. This volume should do much to allay unwarranted fears. The econ- 
omist is likely to find the title of the book considerably broader than its contents. 
Nevertheless, the Tax Institute is to be congratulated for its approach to the 
problem and for encouraging frank discussion by “practical” men. 


W. N. PEAcH 
University of Oklahoma 
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Public Finance in a Devoloping Country. By Henry C. WALLICH and Joun H. 
ApLer. Cambridge, Mass.: Harvard University Press, 1951. Pp. xviii+-346, 
$6.00. 


This volume, by two officials of the Federal Reserve Bank of New York (Dr. 
Wallich has since become professor of economics at Yale University), is a re- 
markably comprehensive and penetrating study of the public finance of El Sal- 
vador, which the authors treat as a case study of the economic repercussions of 
the fiscal system in a developing country. 

In some respects, notably the marked paucity of statistical data, their task 
was exceedingly difficult. They used considerable ingenuity and daring in filling 
a number of such gaps, including the construction of national income estimates 
and various price indexes, which they developed in collaboration with Salva- 
dorean technicians. In other respects, however, their task was made more man- 
ageable by the relatively simple and stable structure of the economy and the 
fiscal system of the country. 

Although coffee accounts for more than four-fifths of the total exports of El 
Salvador, its production accounts for only 12 per cent of the gross national prod- 
uct. Large sectors of the population are relatively self-sufficient in most of the 
basic needs, supporting themselves by agricultural activities only loosely con- 
nected with the market economy. In consequence, both the total tax capacity 
of the economy and the revenue needs of the government are relatively limited. 
A further consequence is that only modest reliance can be placed on income and 
other direct taxes, while taxes on foreign trade and other indirect taxes are used 
to supply the greater part of the government’s needs. 

Although coffee exporters and enterprises producing cotton and sugar are sub- 
ject to special taxes in lieu of income taxes, the relatively low level of these and 
other tax rates make it unlikely that taxation has significantly affected the vol- 
ume and direction of productive investment except in consequence of the tariff 
protection afforded the sugar, textile, cotton and henequen industries. 

Despite the large reliance upon indirect taxes, the authors find that the aggre- 
gate tax structure, taking into account the “avoidability” of various taxes on 
luxury goods, is reasonably progressive. The 2uthors estimate that the combined 
effect of taxation and the distribution of government services is to redistribute 
the national income in such fashion that the lowest income group derives benefits 
from government services approximately 20 per cent greater than its tax burden, 
while the highest income group receives benefits about 20 per cent less than its 
tax burden. 

Despite its heavy dependence upon coffee exports, El Salvador has shown re- 
markable resistance to international fluctuations, and has avoided the foreign 
exchange and currency difficulties that have plagued a number of other Central 
and South American countries. Its currency has been completely stable in terms 
of gold since 1934 and it has been free from exchange controls. These blessings 
are the products of various influences. The predilection of the United States 
consumer for El Salvador’s mild coffee has been a mitigating influence in times 
of bad coffee markets. 

The large subsistence sector of the country’s economy has been a stabilizing 
influence. Conservative fiscal and monetary policies, including avoidance of gov- 
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ernmental borrowing from the Central Bank and a relatively small public debt, 
the annual service of which amounts to less than 4 per cent of exports and little 
more than one-half of 1 per cent of the national income, have played a large 
part. An orthodox policy of stable exchange rates and free exchange markets by 
the Central Bank has facilitated the disciplinary influence of a free flow of funds 
and merchandise. 

The authors concede, however, that this idyl of financial orthodoxy has some 
blemishes in the form of a slow rate of growth in industrialization and in diversi- 
fication of economic activity, and they make certain suggestions for improve- 
ment: notably, the stimulation of a domestic capital market, and some small- 
scale purchases of government securities by the Central Bank toward this end. 

It is a pleasure to record that this study of El Salvador’s public finances is a 
highly competent and even distinguished application of recently won insights and 
techniques in the analysis of public finance. 

LAWRENCE H. SELTZER 


Wayne University 


Personal Income Tax Reduction in a Business Contraction. By MELVIN I. WHITE. 
New York: Columbia University Press, 1951. Pp. vii+143. $2.50. 


Less than a decade ago the supporters of compensatory fiscal policy began to 
realize that excuses for governmentai ~pending, such as the “shelf of public 
works,” no longer had to be contrived. The federal expenditure budget, even 
under the most optimistic assumptions, would be large. Variations between gov- 
ernmental deficits or surpluses could be induced simply through changes in the 
tax revenue stream. Devices for “built-in” fiscal flexibility became popular. The 
study being reviewed here undertakes to estimate the extent to which personal 
tax reduction would offset a business contraction. 

The study tests three tax reduction plans by estimating the drop in net busi- 
ness investment each one would offset without letting personal incomes decline 
more than 10 per cent. The three tax plans so tested are: (a) the degree of pro- 
gression in the 1945 revenue code, (b) an increase in personal exemptions from 
$500 to $750, and (c) the same increase in exemption together with elimination 
of first bracket rates. It should be noted that the third plan has the effect of 
further increasing the individual exemption as well as giving relief in higher tax 
brackets. 

The effects are first estimated under conditions that might be called instan- 
taneous application. This means that the tax reduction was in effect during the 
year that net business investment was dropping. A sort of consolidated tax plan 
is then tested under assumptions of “annual and semi-annual programs of tax 
change.” It is argued that tax changes should be made according to a mandatory 
formula but plans for implementing such a formula are not discussed. The study 
seems to assume that publication of national income statistics would someway 
set tax changes in motion automatically. 

The study concludes that simple “built-in” flexibility would cure no more than 
a mild recession. The reduction of exemptions and elimination of first bracket 
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rates, however, are estimated to be adequate if applied instantaneously. They 
might even work if a part of an “annual tax change program,” but the author 
finds that a semiannual tax change program would have greater probability of 
success. 

Studies of this sort serve a useful purpose. The present one is a thorny little 
monograph, bristling with difficulties for the general reader; yet it makes some 
important points evident. It demonstrates, quite inadvertently, our remoteness 
from a practical program of compensatory fiscal policy. It also demonstrates the 
appalling size of an adequate compensatory fiscal policy. And the tortuous esti- 
mating assumptions that have to be used in this study demonstrate—again inad- 
vertently—-why so many persons with practical experience in public policy for- 
mation instinctively mistrust attempts to achieve economic stability by manda- 
tory rules. , 

ROLAND I. RoBINson 


Northwestern University 


International Finance 


World Trade and Investment. By DoNALD BatLEy MarsH. New York: Harcourt 
Brace and Co., Inc., 1951. Pp. xxii-+-594. $5.50. 


The author is professor of economics at McGill University and economist for 
the Royal Bank of Canada. The book makes considerable use of Canadian mate- 
rial and will be especially valuable for Canadian students. It is written primarily 
for the American market, however, and draws principally on American statistics 
and institutions in illustrating its points—the Canadian material, in the opinion 
of the reviewer, enhancing rather than detracting from its value to the American 
student. 

World Trade and Investment is divided into three books of very uneven length, 
each of which the author suggests might be used independently in teaching, if 
desired. Book I, entitled “Survey,” only about 80 pages in length, is devoted to 
a description of the volume and composition of international trade and the na- 
ture of international commodity and money markets and capital movements. 
Book II, entitled “Theory,” comprising over 250 pages, is concerned with an 
analysis of the forces determining the volume of international trade, the com- 
modities which will be traded, the terms of trade, and the effect of international 
trade upon the level of prices and incomes in each of the trading countries. 
Book III, entitled “Policy,” comprising somewhat over 200 pages, commences 
with an excellent chapter on “Choosing the Ends of International Policy,” fol- 
lowed by a series of chapters on the dollar shortage, the International Monetary 
Fund, commercial policy, and international investment. 

Professor Marsh conducts much more than a skirmish with theory. He places 
heavy stress on national income analysis and develops very thoroughly the sta- 
tistical relationship between gross national product and the balance of payments. 
The income and price effects of balance of payment equilibrium and the foreign 
trade multiplier are dealt with extensively, as is the theory of international val- 
ues and the impact of monopoly and monopolistic competition on world trade. 
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The treatment of these subjects is uncompromisingly rigorous and, in the opinion 
of the reviewer, implies a very considerable preparation in theoretical economics 
on the part of the student. If adequate teaching time is available, perhaps this 
might be considered a virtue rather than a fault. As Professor Marsh points out, 
new branches of economic theory have often been developed first in the theory 
of international trade and then applied to the domestic scene. It is possible that 
the same technique could be used advantageously in teaching theory to the indi- 
vidual student, although the reviewer strikes a note of skepticism. 

The discussions of the dollar shortage both before and after World War II 
and of the European Recovery Program are extremely well done. In the discus- 
sion of the International Monetary Fund, major emphasis is placed on the au- 
thor’s belief that a greater flexibility in exchange rates would be desirable. Pro- 
fessor Marsh is naturally heavily influenced by Canada’s successful experiment 
in freeing its dollar to find its own level in the international markets and believes 
that other countries might profit from this example. 

The three chapters devoted to the ITO may seem far too long a requiem, but 
they include, in passing, an excellent history of the United States Trade Agree- 
ments Program and of the operations of GATT. Especially impressive is the 
table on page 455, showing that, under the combined influence of the Trade 
Agreements Program and of increases in world prices, the average rate of duty 
under United States tariff laws is now less than two-thirds of that under the 
moderate Underwood tariff of 1913. 

A concluding series of four chapters on international investment includes one 
chapter each on direct investment, the Export-Import Bank, and the Interna- 
tional Bank for Reconstruction and Development. 

The chief deficiency of the book is its lack of what the reviewer would charac- 
terize as “intermediate” institutional material. On the one hand, there is no lack 
of rigorous theoretical treatment, while on the other, the author’s experience as 
economist for the Royal Bank of Canada shows up repeatedly in his detailed 
descriptions of the actual mechanics of financing world trade. The description of 
postwar international developments is also detailed and circumstantial, citing 
chapter and verse. But there is an almost complete absence of larger-run his- 
torical material. The reader must either bring a knowledge of such things as the 
nature of mercantilism, the rise and fall of free trade sentiment in the nine- 
teenth century, and the heyday of the gold standard to the book or glean them 
from passing references. 

In a Foreword, Professor Howard S. Ellis says: “Above everything else . . . 
making for the reader’s pleasure and edification is [Professor Marsh’s] pure, 
direct, and elegant style of writing. Honor to him who can make good literature 
of economics.” Professor Ellis’ commendation is justified and the book is studded 
with pithy and penetrating comments. It is, nevertheless, a difficult text and the 
reviewer can recommend it only for students who bring to it the preparation it 
deserves. 


Henry C. Murpuy 


International Monetary Fund 
Washington, D.C. 
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Internal Financial Stability in Member Countries. By THE ORGANIZATION FOR 
EvuropeaAN Economic CooperaTION. Paris: Chateau de la Muette, 1950. 
Official Distribution Agent in the U.S.: Columbia University Press. Pp. 122. 
$1.50. 


The Organization for European Economic Cooperation (OEEC) was formed 
as a result of a speech delivered by General Marshall at Harvard on June 5, 
1947. Many persons felt that the quickest way for the countries of Western Eu- 
rope to regain their economic strength would be through mutual co-operation as 
well as through financial aid from the United States. Accordingly, the govern- 
ments of eighteen nations banded themselves together in the OEEC in order to 
work out common solutions to their common economic problems and to discover 
the best possible uses for forthcoming American aid under the Marshall Plan. 
One of the most pressing problems was partially solved by lifting many of the 
restrictions which had hampered the free movement of goods between the coun- 
tries of Western Europe. It was partly through such efforts that it was possible by 
January of this year substantially to increase intra-European trade from what it 
had been in 1947. As the economic and financial stability of each member coun- 
try has been a prime concern of the OEEC, periodic reports of progress have 
been made. 

This second report of the OEEC was pubished in August, 1950, and concerns 
itself with the internal financial stability of the member countries during 1949 
and the early months of 1950. Internal financial stability is defined as “the 
equal avoidance of inflation and rising prices on the one hand, and deflation and 
rising unemployment on the other. This implies an economy in which there is a 
demand for goods and services which is neither excessive nor insufficient in rela- 
tion to the available resources.” The report is constructed upon the following 
plan: (1) The available evidence is given upon which the internal financial situa- 
tion of the participating countries in 1949 and the first months of 1950 may be 
judged. (2) The main factors affecting the balance between supply and demand 
are then indicated. (3) The policies adopted by governments to influence the 
current situation are described. (4) The general conclusions are then summarized. 

After a concise explanation of the trend and relation of prices, wages, unem- 
ployment and production, and available resources and their use, the Report next 
turns to the various internal financial policies which governments have used to 
attain more stable economic conditions. It deals with: (a) budgetary policy, 
which affects the level of private consumption expenditure and savings, as well 
as the level of government expenditure; (b) monetary and credit policy, whose 
main importance lies in its effect on private investment; and (c) direct controls 
over both consumption and investment expenditure. 

American aid made it possible for members of the OEEC to attain a more 
rapid return to some degree of financial stability. The authors are quick to point 
out that the effects of diminishing American aid will carry implications for eco- 
nomic development over the next few years in two respects: (1) One effect of 
the aid has been to permit goods to be imported which could only be obtained 
from dollar sources. Unless American investment abroad increases substantially, 
the countries may be faced with a dollar shortage as aid diminishes. (2) The aid 
has made it possible for many of the participating countries to have a consider- 
able over-all import surplus. Failing an increase in borrowing from abroad, the 
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countries will have to reduce their over-all balance of payments deficits. There 
may be an internal problem of preventing domestic consumption and investment 
from increasing as fast as production, and in some countries a cut in domestic 
demand may be necessary. 

As aid diminishes, the countries which economize on imports from dollar 
sources may find it difficult to increase certain types of production. 

In conclusion, looking at the report as a whole, the authors were probably not 
in a position to be too critical of some of the economic and financial policies 
followed by certain countries. However, the authors are to be commended for 
having prepared a concise and yet a very informative statement of the funda- 
mental financial problems of the various countries. One is aware from a study of 
this report that each country has its own problems, many of them quite different 
from its neighbors’. The report is well prepared and enlightening. 


Book Reviews 


HERBERT V. PROCHNOW 
First National Bank of Chicago 


United States Administration of its International Economic Affairs. By WALLACE 
Parks. Baltimore, Md.: Johns Hopkins University Press, 1951. Pp. xxv-+ 
315. $5.00. 


The importance of sound administrative practices to the task of translating 
national policy into national accomplishment has been brought home to virtually 
every citizen with a newspaper or a radio during the past year, as a result of the 
investigations of the Internal Revenue Bureau. While economists have concen- 
trated their attention upon such policy questions as the amount of taxation nec- 
essary to combat inflation, the effects of income tax rates on the flow of venture 
capital and the like, it has become obvious that all such questions are relatively 
academic unless there is an administrative organization to collect all of the 
taxes imposed by Congress and to administer the tax laws uniformly among all 
the citizens. 

Wallace Parks has undertaken a study of the administrative organizations and 
practices that underlie the international economic affairs of the United States. 
It is not likely that Mr. Parks’s book will rival in readability the recent testi- 
mony concerning mink coats, airplane deals, and “shakedowns,” but it is possible 
that the latter will create a more receptive climate for study in the field explored 
by Mr. Parks. 

As James G. Rogers points out in his foreword, “By and large the President, 
whoever he may be, has all the initiative and nearly all the power which controls 
our relations with other governments. Even to state these facts makes one un- 
easy.” A problem of administration has arisen with the ascendancy of the United 
States as a world power, since such a role was not contemplated at the time the 
Constitution was written and the government organized. Two executive depart- 
ments—State and Defense—are the arms of the President in foreign affairs. But 
today foreign affairs cover about as wide a range of problems and activities as do 
domestic affairs. All branches of government are now involved. Many highly 
specialized activities are involved, such as international finance, farm programs, 
aviation, and the like. All of these disparate specialties no longer fit into the 
pigeon holes provided by the State Department, and as suitable pigeon holes 
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have had to be improvised from time to time, it is now necessary to survey the 
field and try to bring order out of chaos. 

Some examples of conflict between administrative operation and policy which 
form the background for the Parks study are: (1) the protectionist attitudes and 
interpretations of customs officials in the face of policies designed to reduce trade 
barriers; (2) conflicts between economic, political, and military objectives, such 
as the level-of-industry policy in Germany; (3) conflicts between foreign and 
domestic policies, such as farm-price supports and export subsidies; (4) various 
delays, confusions, and vaccilations, such as those regarding the French devalua- 
tion in 1947; (5) overlapping, as with eleven sets of overseas staffs outside the 
regular foreign service operating in the economic area. 

The organization of the book is arranged to (1) trace the growth of functions 
in international economic affairs and the inadequacies of the traditional organiza- 
tion, (2) analyze the issues involved in constructing adequate organizational 
structures capable of handling modern problems, (3) apply the criteria to cases, 
such as the Department of Commerce, Civil Aeronautics Board, R.F.C., Federal 
Trade Commission, and other agencies and departments, (4) examine the roles 
of the State Department and the presidential offices. 

Since the study is made almost exclusively from the point of view of inter- 
national economic affairs, it is not a sufficient blueprint (nor intended to be) for 
over-all government reorganization, but the principles derived and the sugges- 
tions made provide further steps along the road laid out by the Hoover Com- 
mission. 

WELDON WELFLING 


Simmons College 


Consumer Finance 


Neifeld’s Guide to Instalment Computations. By M. R. NetFexp. Easton, Pa.: 
Mack Publishing Co., 1951. Pp. xxi+-410. $6.00. 


Designed primarily for use by finance companies and others who have profes- 
fessional need for instalment-payment computations, Dr. Neifeld’s newest book 
is a combination of an arithmetic and algebra text, handy reference work, and 
theoretical discourse of the mathematical background of modern consumer fi- 
nancing problems. 

Neifeld’s emphasis is upon practical application. In discussing each topic, he 
first gives consideration to actual instances requiring its application, and follows 
with a presentation of the arithmetic involved. Then, practical problems are 
worked out in detail; exercises to give a good working knowledge of the methods 
finish the presentation. For the benefit of the specialist, the author includes the- 
oretical background and formula derivations, but these items are set in smaller 
type and divided from the body of the text with rules, so that they may be 
skipped by those looking primarily for the solution of a practical problem. 

To round out the general usefulness of his book, and make it a complete guide 
to the subject in one volume, Dr. Neifeld has included in the beginning a glos- 
sary of terms commonly used in consumer credit. A very complete set of appen- 
dixes is also incorporated, including tables of compound interest functions, 




















Book Reviews 647 


tables of logarithms, repayment schedules for small loan companies, and other 
material arranged for easy, daily reference use. 

A brief review of arithmetic and algebra in chapter i helps to refresh the 
memory of a reader who may have been too long away from school. Chapters 
ii and iii cover discussions, respectively, of simple and compound interest. The 
remainder of the text is a highly technical, yet extremely practical, discussion 
of specific problems in consumer credit computations. It is doubtful that stu- 
dents below the university graduate level would be able to follow most of the 
formulas and examples given, but certainly any finance company executive, 
banker, businessman, instalment seller, or teacher will find items of practical 
interest on almost every page. 

A few of the subjects covered will give an idea of how comprehensive is Dr. 
Neifeld’s treatment. These are: discount and present value, annuities, instalment 
contracts, instalment payments, the minimum and maximum yield methods, the 
actuary yield method, irregular instalment payments, deferred income reserve 
accounts, instalment accounting, cost analysis for instalment creditors, and in- 
stalment formulas. For those with an interest in the theoretical aspects of the 
subject, Dr. Neifeld has supplied scholarly annotations, a complete subject index, 
and a bibliography. 

THomas W. RoceErs 
American Finance Conference 
Chicago, Illinois 
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Bartow, E. R. Operating Results of Limited Price Variety Chains in 1951. 
(“Bureau of Business Research Bulletin,” No. 138.) Boston: Harvard Uni- 
versity Graduate School of Business Administration, 1952. Pp. vi+-33. 
$2.00 (paper). 

While sales of variety chains achieved an all-time peak in 1951, increases in 
expenses and taxes reduced net gain to the lowest, both in dollars and as a per- 
centage of net sales, of any postwar year. The data are based on forty-four 
chains which account for about 90 per cent of the sales of all limited price 
variety chains in the United States. 


BouLpInc, KENNETH E., and SticLer, Georce J. (eds.). Readings in Price 
Theory. Homewood, Illinios: Richard D. Irwin, Inc., 1952. Pp. x+568. 
$5.00. 

The twenty-five articles in this volume, selected for theoretical interest and 
pertinence to the mechanics of the pricing process, are offered by the authors, 
serving as a committee of the American Economic Association, as an adjunct 
to the literature generally available in libraries. The volume includes a useful 
bibliography of 33 pages listing important articles on price theory which have 
been published in English, French, German, Italian, and Swedish periodicals. 


Burns, ArtHuR F. The Instability of Consumer Spending. New York: Na- 
tional Bureau of Economic Research, 1952. Pp. 87 (paper). 
This 32d annual report of the Bureau gets its title from a significant paper 
dealing with Keynes’s consumption function which leads off the report. 


Bye, Raymonp T., and Hewett, Witt1am W. The Economic Process: Its Prin- 
ciples and Problems. New York: Appleton-Century-Crofts, 1952. Pp. xiii+ 
1,050. $5.50. 

This new text for a two-semester introductory economics course of three hours 
per week replaces Bye’s Principles of Economics and the Bye and Hewett Ap- 
plied Economics. New deveolpments are integrated with previously accepted 
doctrines, avoiding the unbalanced emphasis on the New Economics so charac- 
teristic of many new introductory texts. 


CAMPBELL, CLAUDE A. The Old National Bank of Spokane. (“Research Studies 
of the State College of Washington,” Vol. XVII.) Pullman, Wash.: State 
College of Washington, 1952. Pp. 131 (paper). 

This well-documented history of one of the most famous pioneer banks of 
the Pacific Northwest constitutes a case study of particular interest to students 
in the field of money and banking. 


Ditiavou, Essex R., and Howarp, Cuartes G. Principles of Business Law. 
Fifth edition; New York: Prentice-Hall Inc., 1952. Pp. xliiit-978. $6.50. 


In this new edition recent legal changes and decisions have been included, 
some sections have been rewritten to achieve greater clarity, the treatment of 


648 





fol 





- 

x 
yi 
, 














Books Received 649 


insurance and sales has been somewhat increased while that of agency has 
been slightly reduced, and a 53-page “glossary of terms” has been added. 


Frntey, Moses I. Studies in Land and Credit in Ancient Athens 500—200 B.C. 
New Brunswick, N. J.: Rutgers University Press, 1952. Pp. xii+-332. $3.50. 
The hypothecation of land, the basic form of wealth in the Greek economy, 
as security for loans is examined in great detail by this volume which treats the 
forms of transactions, legal instruments, and kinds of real property involved. 
The 117 pages of text are followed by more than 200 pages of appendixes and 
notes. 


GREBLER, LEo. Housing Market Behavior in a Declining Area. New York: Co- 
lumbia University Press, 1952. Pp. xvii+265. $4.50. 

This study of long-term changes in the inventory and utilization of housing on 
New York’s Lower East Side indicates that the basic problems in urban land 
use arise from the fact of fixed real estate inventories versus moving people and 
establishments who use these inventories. 


HickMAN, W. Brappockx. Trends and Cycles in Corporate Bond Financing. 
(“Occasional Paper,” No. 37.) New York: National Bureau of Economic 
Research, 1952. Pp. 37. $.75 (paper). 

This is a summary of a study, The Volume of Corporate Bond Financing 
Since 1900, now being prepared for publication by the National Bureau. Bond 
financing for private firms has followed its typical pattern, moving downward 
during prosperity and upward during depression, except in the periods 1931-32 
and 1946—49. Inflation, taxation, and low stock prices encouraged bond financing 
after World War II. 


Housing and Town and Country Planning. (Bulletin No. 5.) New York: United 
Nations Department of Social Affairs, 1951. Pp. 113. $1.25 (paper). 
This fifth issue of a periodical which is published three times a year by the 
United Nations is devoted to one main topic, community facilities and services 
provided by government in various countries. 


KELseN, Hans. Principles of International Law. New York: Rinehart & Co., 
Inc., 1952. Pp. xvii+461. $5.00. 

The approach in this text is juristic or legal, rather than political, and the 
author attempts to present, in addition to the standard norms, a theory of in- 
ternational law. Careful consideration is given to the law of the United Na- 
tions which seeks recognition as general international law. 


Kennepy, RatpH D., and McMutten, Stewart Y. Financial Statements: 
Form, Analysis, and Interpretation. Revised Edition; Homewood, Illinois: 
Richard D. Irwin Inc., 1952. Pp. xviii+-593. $6.50. Questions and Prob- 
lems for Financial Statements: Form, Analysis, and Interpretation. Re- 
vised edition; Homewood, Illinois: Richard D. Irwin Inc., 1952. Pp. xiii+- 
264 (paper). 

Numerous changes have been made in this new edition of the textbook for 
the purpose of improving organization and clarity. Five chapters treating the 
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effect of changing price levels on the interpretation of financial statements have 
been added. In the revised questions and problems book, which is banded to the 
text and supplied without extra charge to purchasers of the text, the variety 
of questions and problems has been substantially increased. 


Manrt1, D. B. Income Tax and Social Security Course. Sixth edition; New York: 
Prentice-Hall Inc., 1952. Pp. v-+-149. $2.00. (paper). 

The particular usefulness of this book, the first edition of which was published 
in 1944, is that it makes the subjects intelligible to the ordinary individual and 
to commercial students taking bookkeeping or secretarial courses who have not 
had a background of accounting or law. The material is presented in popular 
language which avoids technical jargon. 


MAXwELL, James A. Federal Grants and the Business Cycle. New York: Na- 
tional Bureau of Economic Research, 1952. Pp. vii+122. $2.00. 


This study is concerned with proposals for incorporating a countercyclical 
plan in the grants-in-aid program and considers the difficulties and objections 
involved. 


McNarr, Matcoim P. Operating Results of Department and Specialty Stores 
in 1951. (“Bureau of Business Research Bulletin,” No. 137.) Boston: 
Harvard Graduate School of Business Administration. 1952. Pp. vi+-66. 
$5.00. (paper). 

This 32d annual report on department store margins, expenses, and profits in- 
cludes, in addition to the usual presentation and explanation of statistical data, 

a section setting forth some improved approaches to expense control. 


Morcan, THeEoporE. Income and Employment. Second edition; New York: 
Prentice-Hall, Inc., 1952. Pp. xv-+389. $4.50. 

This edition is concerned with the measurement of national income, produc- 
tion and prices, the determinants of production, employment, and productivity, 
and national policies concerning employment and prices. In the last two chap- 
ters the author shows some concern over inflation and its connection with full- 
employment policies. 


Myer, JouHn N. Financial Statement Analysis. Second edition; New York: 
Prentice-Hall, Inc., 1952. Pp. xiv+272. $4.50. 

The nature and limitations of financial statements, the basic problems en- 

countered in analysis, and the problems of fluctuation in the value of money 
are treated at greater length in this new edition. 


Paton, WiitraM A., and Paton, Wiii1aM A., Jr. Asset Accounting. New York: 
The Macmillan Co., 1952. Pp. xvii+594. $5.00. Problems and Cases for 
Asset Accounting. New York: The Macmillan Co., 1952. Pp. vii+-142. 
$2.25 (paper). 

The authors feel that the problems and procedures particularly associated 
with business assets furnish a desirable content for the “intermediate account- 
ing” course and an introduction to “cost accounting” courses. To accompany 
this text, they have prepared a volume of 275 problems and cases which provide 
adequate practice material. 
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PATTERSON, GARDNER, and BEHRMAN, JAcK N. Survey of United States Inter- 
national Finance 1951. Princeton, New Jersey: Princeton University Press, 
1952. Pp. xi+325. $2.25 (paper). 

After sections devoted to the grant programs, the Point Four Program, loans 
and investments, the International Bank and Monetary Fund and the Reciprocal 
Trade Agreements Program, this valuable annual survey examines the strategic 
aspects of commercial policy, European economic integration, and the U.S. 
balance of international payments in 1951. The summary of the record for 
1951 makes sober reading for those interested in our international economic 
relations. 


RASSWEILER, MERRILL, and RAsSWwEILER, IRENE. Fundamental Procedures of 
Financial Mathematics. New York: Macmillan, 1952. Pp. vii+-260. $3.25. 
This text employs only arithmetic so as to meet the needs of freshman who 
are not sufficiently skilled in the use of algebra to undertake the traditional 
courses in mathematics of investment. 


SCHNEIDER, Ericu. Pricing and Equilibrium. New York: Macmillan, 1952. Pp. 
xii+-327. $4.00. 

This introduction to economic analysis by Dr. Schneider, professor at the 
University of Kiel, begins with chapters on the economic plans of households 
and firms and proceeds to the problems of partial and total equilibrium in a 
closed economy, which are handled by static analysis. The author intends to 
apply dynamic analysis to the problems in his next volume. 


Spear, Mary E. Charting Statistics. New York: McGraw-Hill, 1952. Pp. xii+- 
253. $4.50. 
The various types of charts, the appropriate uses of each for presenting sub- 
ject matter of economic importance, and methods of design and construction 
are dealt with in a thorough and practical manner in this volume. 


SPENCER, WILLIAM H., and GitLAm, Cornetrus W. A Textbook of Law and 
Business. Third edition; New York: McGraw-Hill, 1952. Pp. vi+-838. 
$7.50. 

This standard work has been brought up to date by a revision which preserves 
its functional approach and its emphasis upon careful analysis of judicial de- 
cisions. The new volume omits treatment of unfair market practices, monopoly 
and restraint of trade, and bargaining practices as subjects which have now 
developed to the point of requiring a separate text for adequate handling. 


SticLer, Georce J. The Theory of Price. Revised edition; New York: Mac- 
millan, 1952. Pp. vii+310. $4.50. 
This thorough rewriting of the 1946 edition is oriented toward the testing of 
theory by evidence, an objective which needs more attention by all economic 
theorists. 


Crype WILLIAM PHELPS 
University of Southern California 











Vo 


Elas 
Biol 
Der 
The 
Cor 
Pitf 
Mo 


Eco 
mur 
220, 
tion 
Asx 




























ELS DB PIE a 
The American Economic Review 








Volume XLII CONTENTS December, 1952 
Elasticities, Cross-Elasticities, and Market Relationships . . . . . . R.L. Bishop 
Biological Analogies in the Theory of the Firm . . . . . . . . . E.T. Penrose 
Depreciation Allowances, Replacement Requirements and Growth . .  « Robert Eisner 
The Shape of the Average Cost Curve. . . . . W. J. Hiteman and G. E. Guthrie 
Corporate Taxation and Corporate Financing . .... . . . . D.C. Miller 
Pitfalls in Mathematical Model-Building . . . . . . =. . . +. A.C. Harberger 
Monetary Policy and the Public Debt. . . . .. . . . . « Herbert Stein 


Reviews of Books, Titles of New Books, Periodicals, Notes 
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Association, Northwestern University, Evanston, Illinois. Send for information booklet. 





AMERICAN FINANCE ASSOCIATION 
MEMBERSHIP AND DUES 


Active Membership is limited to individuals. Dues are $5.00 annually and 
include the subscription to the Journal of Finance. 


Subscribing Membership is open to institutions as well as individuals. Dues 
are $10.00 or more for individuals and $25.00 or more for institutions and 
include the subscription to the Journal of Finance. 


To Louis P. Starkweather, Secretary-Treasurer 
AMERICAN FINANCE ASSOCIATION 
School of Business Administration 
Rutgers University 
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FUNDAMENTALS 
OF 
CORPORATION By Joseru F. Brap.ey, Pennsyl- 


vania State College. A highly readable 

FINANCE text on corporation finance that 
stresses the viewpoint of manage- 

ment. Mainly concerned with the 

study of how corporations raise cash and acquire credit to conduct opera- 
tions, it also considers problems such as selecting the form of organization, 
measuring and administering profits, expanding operations, and taking 
steps to prevent business failure. Throughout, the author keeps in mind the 
fact that many students have little or no knowledge of law or accounting. 


prob. 608 pp. RINEHART & CO. 


$6.00 232 madison ave. n.y. 16 





Announcing an Authoritative New Text 


MANAGING YOUR MONEY 


J. K. LASSER and SYLVIA F. PORTER 


A popular yet highly practical book adapted to all types of courses in per- 
sonal finance. It is especially designed to show how to spend one’s money 


wisely and efficiently—how to organize spending and how to add to in- 
come and achieve financial security. 


An outstanding feature is the inclusion of the very latest information on 


such subjects as income taxes, mutual funds, government bonds, and 
social security. 


READY JANUARY 2, 1953, About 500 pages, Probably $4.00 


HENRY HOLT AND COMPANY 
383 Madison Avenue, New York 17 
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is INVESTMENT SERVICE 2 


TODAY’S CHALLENGE 


Wo the Fovedeor 


Few people can give sufficient time and study to their 
investment problems. Yet these problems are ever 
mounting as production of income and conservation 
of capital become a greater and greater challenge to 
the owner of securities. 


The Investment Service Department of the Chase is 
geared to help investors meet this challenge. Here, 
many busy executives and professional people, as 
well as retired businessmen, women of means, and 
treasurers of corporations and institutions, are re- 
ceiving systematic and continuous assistance in the 
management of their funds. 


There is no obligation in finding 
out how this service would benefit 
you and what it costs. An appoint- 
ment can easily be arranged. Or, 
if you prefer, send for a copy of [| 
booklet “Chase Investment Service.” & 








THE CHASE NATIONAL BANK 


OF THE CITY OF NEW YORK 


Investment Service Department 
11 Broad Street, New York 15, N. Y. 
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The combined annuity shows what could have happened in the past had 
the participant invested half his annuity premiums in common stocks 
and half in a fixed dollar annuity. The new College Retirement Equi- 
ties Fund makes this possible for educators in the future. 


From CREF the retired professor will receive a variable unit- 
annuity, reflecting dividend yields and changes in capital values of 
common stocks. Coordinated with this will be his traditional fixed 
dollar annuity income from TIAA. 


The chart shown is reproduced from the article “A New Ap- 
proach to Retirement Income”? by William C. Greenough in the 
May 1952 issue of The Journal of Finance. A 55-page economic 
report giving other charts and data as a background for CREF is 
available from TIAA-CREF at 50¢ each. 


TEACHERS INSURANCE AND ANNUITY ASSOCIATION 
COLLEGE RETIREMENT EQUITIES FUND 
522 Fifth Avenue New York 36, N.Y. 
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Iwo Leading Texts 


Corporate Financial Policy 


2nd Edition 


by HARRY G. GUTHMANN, Northwestern University School of Commerce; 
and HERBERT E. DOUGALL, Stanford University Graduate School of 
Business 


Guthmann and Dougall treat the underlying principles of corporate finance 
from a management point of view. Their realistic, richly documented approach 
helps drive home the text’s many practical applications of corporate finance in the 
business world today. 


By stressing the management viewpoint, the text effectively integrates ... 
Accounting .. . Economics ... Law . . . Statistics . . . and Business Administration 
within the framework of finance. 


It combines both theory and practice in a well-balanced presentation. In accentu- 
ating the over-all management point of view, the authors bring the related sub- 
jects mentioned above to bear upon the primary study of corporate finance. Each 
is treated as a complement of corporate financing rather than as a separate body 
of principles. 

726 pages 6" x9" Published 1948 


es e 2 
Investment Principles and Practices 
4th Edition 
by RALPH E. BADGER, President, Ralph E. Badger Associates, Inc.; and 
HARRY G. GUTHMANN, Northwestern University School of Commerce 


This latest edition of a 24-year leader discusses new investment trends, new 
legislation, the background of new developments affecting the entire investment 
scene. Contains much new material that charts the course of investments during 
and after World War II and provides a background for the problems brought about 
by the war in Korea. 


The underlying principles of investments are examined in the light of what actu- 
ally goes on in the bank, the factory, the market place. The illustrative analysis of 
the financial structure of the United States Steel Corporation is just one example of 
the text’s use of this approach. 


Treating first the general aspects of investments—the supply and demand for 
capital, investment policies, the return on investment—the text then features 
methods of corporate financial analysis, and the mathematics and mechanics of 
investments, taxation and business cycles. 


858 pages 6X9" Published 1951 


Send for Your Copies Today 



































INTRODUCTION TO 
BUSINESS FINANCE 


By BION B. HOWARD 


Associate Professor of Finance, Northwestern University 


and MILLER UPTON 


Associate Professor of Finance, Washington University 


READY IN DECEMBER 


COMPLETELY new approach to a study of finance, this text assumes 

the point of view of management in its consideration of business 
finance rather than emphasizing only instruments and institutions. Broad- 
er in scope than the average text, it aims at business as a whole instead 
of limiting itself to the corporation only. Most major points covered in 
typical corporation texts are incorporated here; moreover it goes on further 
into the problems of small business, describing the aspects of business 
management concerned with finance and showing their relationship to 
the over-all business operation. 


A special feature of this text is a section devoted to financial planning and 
budgeting. Stressing the aims of business to use most efficiently the re- 
sources available to the firm, and to maintain solvency, it includes an 
analysis of methods employed to accomplish these aims. It is a practical, 
non-technical introduction to the purpose, scope, and use of business 
budgets with an eye to their place in administration as a whole. 


Another point of departure from the average finance text, this book lays 
a heavy emphasis upon the question of solvency, for this is a function 
consuming much of the executive’s time, particularly in small business. 
There is a full discussion of managing current assets and liabilities, and a 
separate treatment of short-term financing of asset requirements. 


Adopting this fresh approach, describing and analyzing financial problems 


faced generally in business, this text provides an excellent understanding 
of financial functioning of business enterprise in a clear, well-stated style. 


Send for Copies on approval 


McGRAW-HILL BOOK COMPANY, Inc. 
330 West 42nd Street, New York 36, N.Y. 




















A CLEAR, NONTECHNICAL 
INTRODUCTION TO 


FINANCIAL 
INSTITUTIONS 


By ERWIN W. BOEHMLER, ROLAND 
|. ROBINSON, FRANK H. GANE, 
ond LORING C. FARWELL 


all of Northwestern University 


rhe immediate acceptance of this volume 
indicates that it is meeting the need for an 
integrated basic text for a broad survey 
course in financial institutions to be given 
without prerequisites. It covers sixty 
financial institutions and treats the prob- 
lems of the creation of credit by the banks, 
the fluctuations of the business cycle, the 
workings of the Federal Reserve System, 
and the peculiarities of government 
finance. A complete Teacher’s Manual, 
available to adopters, contains teaching 
suggestions, objective tests, and the 
answers to the thought-provoking ques- 
tions to be found in the book, 


REPRESENTATIVE ADOPTIONS 


American University 
Boston University 

City College of New York 
Columbia University 
Dartmouth College 
Northeastern University 
Pennsylvania State College 
Syracuse University 

Tulane University 
University of Chicago 
University of Colorado 
University of Denver 
University of Georgia 
Jniversity of Massachusetts 
Jniversity of Minnesota 
Iniversity of Pennsylvania 
Jniversity of Southern California 
jniversity of Washington 
Iniversity of Wisconsin 








RICHARD D. IRWIN, INC. 
HOMEWOOD, ILLINOIS 


A COMPREHENSIVE, PRACTICAL 
APPROACH TO THE TEACHING OF 


INVESTMENT ANALYSIS 
AND MANAGEMENT 


By LESTER V. PLUM, Brown Brothers 
and Harriman, and JOSEPH H. 
HUMPHREY, JR., Calvin Bullock 


Here is a realistic picture of the manner in 
which investment analysis and manage- 
ment is actually conducted by profession- 
als. A few of the book’s features which 
have been responsible for its wide accept- 
ance are: it brings to the classroom a pro- 
fessional approach to financial problems; 
it points up the practical value as well as 
the limitations in the techniques of invest- 
ment analysis and management; it is 
written for the beginning student of 
finance in terms he can understand. Un- 
usually fine teaching materials are pro- 
vided in the form of thought-provoking 
review questions, problems and topics for 
class discussion, and suggested projects. 
A complete Solutions Manual is available 
to adopters of the book. 
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